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oil the subject, I must »y that I have left the traditional and 


and actions, but while managing their business enterprises thev 
Siave also to adjust their activities to the changing enviornment. 


both social and economic. 


treat tne subject with a different discipline ai d provide a changed 
framework for studying business organization, My title, there¬ 
fore, talks of’Business Organization Reconstructed', 

The analysis posed and presented in theitt pages is an out- 
growth of some fourteen years of reading, writing and teaching 
the subject in the college. I have also keenly observed the bush 
ness tendencies in their free play. Business, I think, should be a 


acquisition of wealth; but from the experience I have gained, I am 
convinced that business, particularly in India, has become way- 
ward. It is, as such, necessary that business in spite of being 
based on a principle of profit and gain must be subjected to the 
social discipline to bring in social productiveness. 

In the opening chapter, therefore, I have talked of the ethics 
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ness that profit must be within the bounds of propriety and rea 


caused by the changes in the social structure, social environment* 
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and social sentiments. A true business should adjust its existence 
to the growth of the society so that it may not become anti-social 
or even at least indifferent to the society. 

With the foregoing background I have begun with the division 
of business from the point of view of the nature of work the busi¬ 
ness is engaged in and from the point of ownership of business. 
The first line of division finds its treatment in the second and the 
third chapters, with a discussion about the Trading Business and 
Large-scale retailing in greater detail. In the same sequence 
Chapter IV is a discussion about the Form of Business. 

Looking upon business as to the degree of association of in¬ 
dividuals in it we first of all come across the business entrepreneur 
whose courage and initiative play a vital role in the business 
field. Chapter V is, therefore, devoted to a critical analysis and 
examination of the functions of the entrepreneur from the two 
different points of view of what he performs and what he should 
perform, This is followed by a discussion about the need, the 
nature and a detailed organization of partnership in Chapter VI. 

The tendency towards larger and larger association of indivi¬ 
duals in business, paving the way for the joint stock enterprise, 
is actually an evolution of small business to big business. The 
treatment of Joint Stockism is, therefore, proceeded by a dis- 
cussion in Chapter VII about small business,, its place in the 
modern society and public policy towards it. Chapter VIII deals 
with the Corporate Enterprise, its general evolution and organiza¬ 
tion. With a brief discussion in Chapter IX about the nature and 
characteristics of Joint Stock Enterprise in the modern society I 
have passed on to company promotion and company promoters in 
Chapter X. Promoter’s liability and responsibility from the point 
of view of the society finds a special treatment there. Since any 
one interested, in some way or the other, with corporate manage¬ 
ment should be familiar with the proper and succesive steps 
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necessary to bring, a company into existence Chapter XI has been, 
devoted to the question of formation of the company vis-a-vis the 
controlling law. 

Capital of the company, dealt with in Chapter XII, is a ques¬ 
tion of great importance both from the point of view of those who 
contribute towards it as also from that of the business. In 
Chapter XIII considerable attention has been devoted to the 
determinants of the company capital, or more particularly, to the 
problems and point of a proper capital basis for the company. 
Chapter XIV aims to bring out the proper policy about the pay- 
ment of dividend ——a matter important for business adminis¬ 
tration and management, the stockholders and the public alike. 

The right of the stockholders, in actual practice, is rather 
paradoxical; they are the real owners but their rights are suppo¬ 
sed to be only nominal. The property structure has so rapidly 
reorganised itself that shareholders now purchase shares as pure 
investment, knowing little or nothing about the day-to-day opera¬ 
tions of the company. This question of shareholders’ rights, often 
neglected, finds a separate treatment in Chapter XV. 

Shareholders are the owners but directors are the persons 
through whom the company performs its acts. The directors’ 
powers, functions, position and responsibility which are matters 
of great importance, either for good or bad, have been examined in 
Chapter XVI. The actual functioning of the directors in the 
company, as a whole, is not very happy and in the public interest 
I have emphasised the necessity of sufficient legislative restrictions 
--.restrictions as extensive as on trustees.--on the direc¬ 
tors so that they may relate their activities to the company’s 
interest, interests of the shareholders and the public in general. 

The role of ownership is unjustifiably at the wrong end and 
decidedly different from that which the theory of risk-bearing 
should assume. . The various elements represented in the company 
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have conflicting interests. The organisation of Joint Stock Com¬ 
panies, therefore, presents the peculiar problems of conflict and 
control. This has been analysed in Chapter XVII from the point 
of view of the public policy. 

The tendency among businessmen and business houses to 
combine into-monopolistic organizations has two distinct aspects— 
——one involves the conscious efforts of business houses to limit 
mutual competition through a process of combining competing 
firms into single ownership or management; the other is connec¬ 
ted with the technological need for combination to gain the inter¬ 
nal and externa! economies of large-scale production. Chapter 
XVIII shows how these two basic elements of combination have 
shaped the combination in different ways under the influence of 
technogical, economic and institutional factors. It also deals with 
the phases, line and forms of combination. 

In so far as combination merely saves some useless competi¬ 
tion, waste and the diseconomies of liquidation without affecting 
the price and quality of goods, there should be no public concern 
about combination. But when these combinations result in giant 
organizations, creating monopoly conditions and hitting the 
consumers hard, combination becomes complicated and a matter 
of puplic problem. An analysis of the public policy towards 
combination, as such, has been presented in Chapter XIX. Chap¬ 
ter XX again, is a general picture of the combination movement 
in India. 

The Manging Agency System is peculiar to India ; and the 
system has been in existence for nearly more than a century. In 
earlier days the system served its purpose well. But soon the 
system became involved in various abuses and came up for strong 
criticism and even condemnation. Chapter XXI is a general 
discussion about the uses and abuses of the system. The legis¬ 
lative measures and methods for the cure of the ills that crept 
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into the system for its reform has been discussed,in Chapter XXII 
which immediately follows. 

The question of a proper size of the business unit is of great 
importance for both the individual businessman and on the busi¬ 
ness economics of the country as well. The size of the enterprise, 
however, depends upon a number of different factors: technical, 
managerial, financial, and marketing. Chapter XXIII deals with 
the question of size as it relates to size and efficieney. From a 
question of size I have passed on, in Chapter XXIV,to a discussion 
about the organized business markets the Stock Exchange and 
the Produce Exchange, the manipulative methods practised there 
and the necessity of some regulative measures. 

The pattern of relationship between Government and busi¬ 
ness, in most of the countries of the world, has changed ; and to¬ 
day we are living in one of those epochs of history in which the 
Government is engaging in business enterprise. The last few 
pages, comprising Chapter XXV, are as such devoted to an analy- 
sis of the Government as a business enterpriser. 

I must acknowledge my indebtedness to the scholars and 
writers, whose numbers are legion, who have made their contribu¬ 
tions on topics connected with this work. I have drawn on 
them as is indicated by foot notes, references and a list of ack* 
nowledegments appended hereto. Clark’s Principles of Marketing 
has been greatly followed while discussing the trading business, 
the wholesale and the retail. Brookling Lectures ( Economics and 
Public Policy) and Clark’s Social Control of Business also 
deserve special mention. 

The work is not merely an evidence of my interest in the 
subject-but it also stands a witness to my despairs and deolines— 
some very shockiug, sad and unfortunate. If its pages could speak 
something, other than what is written on them, they could reveal 
how during the period I have been subjected to misunderstandings 
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and misconstruction, the fury and even unfair treatment tragically 
of some whom I held very near. The last few chapters have been 
written at a time when I have lived the life of the greatest tor¬ 
ments. This work will, therefore, remain the lasting memory of 
this inflicted anguish and misfortune I cannot, as I should not, 
however, restrain myself from putting on record the feelings of 
sympathy and kindliness shown by my freind Sri C. D. Singh, 
Head of the Post-graduate Studies in Commerce, Bhagalpur Uni¬ 
versity. He has been more than a friend and I have my brotherly 
regards for him. 

I regret, the proof reading was not done with care and atten- 
tion and printing mistakes—-mistakes of spelling and punctua¬ 

tion are there. They leaped to my eyes quite late. They can 
now be corrected only in the next edition ; for the present I am 
sorry for them, but hope that readers and reviewers will excuse 
me for this defect. 

To those who will use this book, let me say that I shall be 
grateful for their advice for some corrections or additions to 
improve the work. 

“Vijaya Dashami” 

R. D. & D. J. College, U P V 

MONGHYR, 

October 19, 1961. 
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CHAPTER I 

BUSINESS ADMINISTRATION IN GENERAL 
Ethics of Business 

Professor Taussing commenting about Harvard College Stu¬ 
dents who used to say that they were “going into business" after¬ 
graduation, once remarkably observed that “Probably not one in 
every ten of those men has any clear idea of what business is. All 

he knows, or thinks he knows, is that many men have made- 
money in business, and that is what he wants to do." The term- 
business appears to mean more to the general people than it does, 
not perhaps comprehend. Is every money-earning enterprise a 
business ? If so, what about gambling ? Or is every enterprise en¬ 
tered into for profit a business V The-answer in all cases is in. 
the negative. 

Commerce is a science of methodical definiteness in business 
and ‘business’ has a very definite meaning and precise implications. 
Business is not immediately connected with money but with the 
human necessities and wants in the true sense of the term. In 
other words, business is closely connected therefore with the rude 
reahties^of human life which exists upon the various wants and 
their fulfiUment. It is true that people do not enter business for 
health but it is equally not true that they enter for wealth. Wealth 
or money does come in the picture, but only indirectly and 
remotely. The immediate purpose of people entering business is 
heir necessity to fulfill their various wants that are unlimited and 
usual. Pressed by the devastating torrents of wants and necessi¬ 
ties people engage themselves in the various activties towards 
producing and acquiring the various goods and services necessary 
or . heir life, betterment and improved standard. The human 
wants, therefore, are both the cause and effect of business; and 
business, as such, is the human activity designed and directed 
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towards the production and consumption of goods, and services 
through exchanges or transfers between man and man. Such trans¬ 
fers or exchanges mean nothing but the buying and selling of 
goods and services; and in the whole vigorous activity of buying 
and selling lies the very essence of business enterprise. Business 
reaches its culmination at the point where the technical process 
of production ends and the human process of consumption begins 
and at that central point where the end of production and the 
beginning of consumption meet one another the businessman stands 
watching alertly both the sides, directs the processes of production , 
gauges the depth of markets, studies the human wants and enga¬ 
ges in buying and selling of goods and services—-obviously to 
satisfy the human wants including bis own for gain; but he cannot 
isolate bis own motive of gain from the consumer’s wants and their 
fulfillment. Human beings are, therefore, greatly dependent upon 
business; for our business system and its complex interrelations 
greatly represent a large production of the vital human needs and 
the fundamental human activities. 

From the preceeding discussion it would appear that business 
does not mean simply money making hut business means any law¬ 
ful activity carried on by men which involves the buying and 
selling of goods and services, manufacturing operations, transpor¬ 
tation and exchange—all directed to satisfy the human wants and 
needs including that of the businessman himself. It can well be 
asserted that business involves a study of industry and trade the 
technical evolution of man’s wants and the corresponding develop¬ 
ment of industry and trade i, e. the development of production, 
distribution, consumption and the exchange activities. These 
■ business activities in their own turn, exercise a wide influence on 
the condition of a man’s life and work. Business activities are, 
therefore, activities of the realities of human life. Business is 
occupied, as such, with the influences on those conditions of life 
which are exerted by the resources available for production, distri¬ 
bution, consumption and exchange; by money and credit, by inter- 
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'national trade and by social endeavour and environment. Business, 
therefore, combines the many aspects of life , in one commercial 
•compass and the one whole human life in the many complicated 
-complexities of a business activity. It is a pursuit, occupation or 
engagement that employs energy, thought, foresight and time and 
the vigour and vision for betteerment and progress in life. As the 
various wants are shooting up from their inexhaustible store in the 
life of a man people have been making fresh and further develop¬ 
ments in their pursuit to fulfil those ever-arising wants in the 
varied forms and fashions. The result has been that even the wild 
and desolate portions of the earth’s surface has been explored and 
made flourishing and prosperous to serve as a ground for produc¬ 
tion to satisfy the human wants. This is, as a matter of fact, the 
true conception of business of the modern commercial thought. 

Is profit essential for business ? 

Is business, then, a free service by business men to fulfill the 
•wants of their brothern human beings ? From a simple survey of 
what has been emphasised above there can hardly be any doubt in 
the fact that service to the human community is largely developed 
in the modern conception of business and there are many who can 
.say that business stands upon the broad basis of service engaged 
as it is in the fulfillment of the various wants of men ever arising 
till the last breath of life. Imagine for a moment how a successful 
businessman strives to measure up the requirements of the consu¬ 
ming public in advance and also creates new demands for better 
amenities in life and you will agree that on close analysis it does 
•mean service to the public at large. But unlike charity business 
does not provide free service or service at the cost of commercial 
■capital and the stooks-in-trade. If that be the nature of service in 
business the whole business machinery will be clogged the very next 
day and the vast human wants would remain unfulfilled—never to 
be satisfied ever again under such conditions. Charity in business 
means a great disservice to the human welfare. No doubt there 
.are occasions when businessmen offer free service or sell their 
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goods and services at a discount; but they are occasions of tem¬ 
porary commercial stunts for the quick disposal of certain unduely 
accumulated articles or for meeting and wiping out the threat of &> 
competetion from a rival who has resorted to under-selling. The- 
continuation of such a policy for long cannot but be suicidal to 
both the community at large and the businessman himself. If the- 
wheels of business, therefore, are to remain moving along the- 
human wants they must be oiled and lubricated with constant and 
convenient-convinient both from the point of view of the busi¬ 
nessman and the community-drops of profit. It should be borne 
in mind at the same time that such drops of profit must be such as- 
to be reasonable, and just from the point of view of the society at. 
large. If profit in business can thus be regimented and regulated' 
from this point of view the earning of profit in business cannot 
conflict with the principle of service to the society through the pro¬ 
duction, distribution, sale and purchase of goods and services. No- 
one can reasonabley grudge or grumble for a margin of profit ear¬ 
ned by businessman if the margin is legitimately equal to the 
service rendered by businessman. The simple consideration of 
service which the businessman makes to public or society at W 
justly entitles him to a living—a margin of profit-which can 
enable him to continue rendering that service by eking out his- 
own living and keeping the body and the soul together. But it 
may once again be emphasised that the margin of profit must be- 
withm the limits of propriety and reasonableness for business is- 
not simply a money making proposition. 

Business, thus, is the sound mingling of the principles of Bocitf 
sen™ and personal acquistion of wealth; and a true businessman 
must stand at the point where these points of principles meet and 
stand balanced. Honestyis therefore its best policy, service its-- 
basis and proit within the limits of propriety and reasonableness- 
its watch words, 

t TIle °PP° rt ™ t y for business arises from the existence of 
human wants and the prevatence of the consumers’ 


-various ^ kinds and classes of economic goods and services. These 
-ecnpmic goods are no other than such commodities as food and clo¬ 
thes, medicines and machineries, coal and oil, books and journals 
pens, pencils and papers etc.; and the economic services mean and 
and include the works or services of organised communication and 
transportation, the organised work or services of banks and other 
(similar credit organisations, and the various services for amuse¬ 
ments. Talking in these terms business, as such, may be said to be 
-an enterprise which seeks to satisfy the human wants and necessities, 
as well as to earn a reasonable profit there from, by the exchange 
-of these economic goods and services for money. But this does not 
mean that all kinds of exchange of goods and services are business. 
Thus in the true sense of the term the services performed 
by the Government, through its police establisments, of enforcing 
law and order, cannot be called bussiness though we all pay taxes 
for such services. This is because strictly it is not the purpose of 
the Government to earn a profit by providing such services and 
therefore they should not come within the field of business. But 
-when the government makes a profit through any of its services 
to the public, as in the posts and telegraphs deparment, it may 
well be called a business. In the like manner it is not customary to 
regard the services through the profession of men and women like 
professors, lawyers, doctors, astrologers as business dealings; though 
when closely analysed they are seen to have agreattinge of business 
operations. It will thus appear that in order that the exchange of 
goods and services may he called business it is essential that these 
exchange operations are done not only to satisfy the human wants 
and necessities for those goods and services but at the same time to 
earn a profit. But then there is the special emphasis on the fact 
that such a profit earned must be within the strict limit of 
■propriety and fairness. Earning of profit is neceseary only in the 
sapm way as oiling of machines is necessary for its smooth wor kin g 
but the fulfillment of the human wants and necessities is a greater 
necessity. ■ 
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Two kinds of business: 

Along with the proceeding discussion it should be known that; 
business can be looked upon both from the Socialistic viewpoint as 
Socialistic well as from the individualistic concept of society 
individuatiatic a nd life. Therefore, there are two kinds of business- 
business that is fruitful and productive from the viewpoint of so¬ 
ciety and business that is fruitful from the individual viewpoint. 
From the viewpoint of society business can he called a business 
only if it adds to and increases the goods and services which men 
require and want for thier consumption without decreasing their 
utility below the cost of production. If the quantity of foods and 
clothes, if the facility for education and medical Services by pub¬ 
lishing useful books and manufacturing drugs and medicines, if the 
means of transport for men and materials are all increased and 
added to without allowing their utility to fall below their cost of 
production it can be said that business is increasing and thriving. 
But if a business simply enriches a particular person or a group of 
persons without benefiting the society the business is produtive 
only from the of point of view of the individual or the group 
of individuals engaged in that pursuit. Dealings in “furture”—•the’ 
business of hying and selling goods or commodities in advance at' 
a price settled when the contract is made can be oalled a type of' 
business that does not in any way enriches or adds to the net sum 
of goods and services to the Society. In such a business the one 
man gains what the other man loses and is, therefore, individua¬ 
listic in approach and result and is thus productive only from the 
point of view of an individual. Competetive advertising in business' 
is in the like manner an engagement that does not add to the 
Social benefit though it is acquisitive from the individual view 
point. But since the engagements are lawful and prices are paid 
for the activities they can be called business in all respeets though 
they do not add anything to the sum total of the wealth of the 
society. Whether to recognize such types of business in modem 
socity or to brand them a unlawful is still a matter of dispute and' 
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dicussion amongst the different ideologists and thinkers. The Soci¬ 
alist thinkers are against the recognition of such a business while 
others who are not socialists believe that in spite of the fact that 
business is directed and done from point of view of individual gain 
it, in ultimate analysis, leads to greater production due to compe¬ 
tition and confidence in speculation. Their argument is that 

Arguments tliese businessmen en g a g ed private gain are not 
in Support of merely social exploitors but indirectly they come 

^Business 81 ' 0 ou ^ * n fi uslness field and render Services as 
business leaders and without their leadership the 
business would be far less than what it is to day. Their stimulous 
to activity in business is a gain to the society inspite of their 
fraud and falsity. It has been thus observed that “the stimulus to 
business activity in production under the leadership of business 
men is so keen, that even if there is fraud and waste, there still 
remains so large a product that none need suffer want”. 1 The view 
about the fruitfulness of individualistic business is largely based on 
traditional and long-steeped outmoded thinking and is the result 
of human weakness to look upon everything from an old eye and 
sing the old songs in the traditional strain. We admit that all our 
business to-day is, for all practical purposes, based upon an indivi¬ 
dualistic, competitive and private profit-seeking economy but that 
does not mean that such a basis that is coming from times past is 
the best. Modern students of commerce have got to enquire & probe 
into the fact as to how far such an individualistic, competitive and 
profit-seeking foundation of business is adequate for the great social 
structure. The average man not familiar with the details of the com¬ 
mercial enterprises is prove to accept without any note of interro¬ 
gation the unqualified assertion about the utility of individualistic 
business that “there seems, therefore, to be no tenable ground for 
thinking that under competitive conditions the working of the 
modern business system involves a curtailment of the community’s 
livelihood. It makes up for its wastefulness by the added strain 

1 Haney, Business organisation and Combination. P. 5 



8 BUSINESS ORGANISATION RECONSTRUCTED 

which ifc throws upon those engaged in the productive work”, 1 
When business is properous, profit high, wages high, employment on 
a large scale such an assertion about the productiveness of the indi¬ 
vidualistic business cannot be questioned. But when the wheels of 
individualistic business is clogeed due to competitive recklessness 
and wages go down, unemployment rises, the individualistic, compe- 
tive from of business is exposed in all its nakedness and its frail 
and fragile corner-stones and week foundation are clearly visible 
and present a devastating spectacle for the Society. It is then 
that we realise the necessity of necessary correction. The readers 
should realise that business based on private individualistic profit- 
motive is the relics of a decadent and an old static institution 

individualistic does n0 ^ represent the human life whiok is a 

business— an dynamic affair. The system of business based on 
outcome of . . . 

Adam smith private motive of gam has been the result of the Lai- 

Laissez fade S6Z faire docfcrine whicJl WaS i^sed in the minds of 
the people quite effectively by the publication of the 
of the noted work of Adam smith, The wealth of Nations, in 1776 
in which Adam Smith advocated that‘‘regulation of business” is 
undesirable. This theory of rugged individualism in business has 
been persisting in the minds of an average man and he still clings 
to the thought that such a type of business will continue to exist 
m future as it has been in the past. But, it should be realised that 
business and life have close connections, the one impacts upon the 
reaction of the others. Both represent a constant evolution which at 
■imes can reach unimaginable proportions. The circumstances in 
which people, were living some time back were different from those 
Necessity of in wliioii we live to-day. Institutions ofthe past, there 
f01 ‘e. must be oa^t aside and replaced by those that 
at. present represent the modern tendency of life and give due 

. consideration and a support to the new combination 

of ciroumtanoes and relationships. In order that business, which is 
_c 086 y connected with life; vibrat es with the existing needs and 
l, Veblen, theory of Business Enterprise. 
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necessities of life and society it becomes necessary to replace the 
old cornerstons and foundatian of business built with commercial 
conceptions, that have become antiquated now, by newer ones 
which are based on the existing condition. 

The strong and compelling force of modern changed circums¬ 
tances, have made it necessary for the government to interfere in 
busitiess activities in order that business might be regulated from 
the point of view of social productiveness. Under modern circums¬ 
tances, therefore, we find that Government has been forced to 
exert control and regualation over certain types of business. Public 
utility concerns have been subject to government regulations. Legi¬ 
slations of the various kinds, such as Trade Disputes Acts, Social 
Security regulations, workmen Compensation Act, Minimam wages 
Act and various other similar legislations indicate the tendency 
towards Government intervention and regulation of business from 
the social view point. But it shall be remembered at this stage 
that we are not as yet in socialistic or Communistic state and indi- 
vidulism is business in still prevailing but in a lesser form and 
degree than what was before. But the trend towards the changes 
has already started and peaple have begun realising the necessity 
of a control in business. We have the saddest experience as 
to how business is directed or dieverted into wrong channels, 
if there is no control over it, to the great detriment of the society. 
The most florishing business of the present time is hoarding and 
black marketing. Powders made of white stone chips are mixed 
with flour and sold out to consumers by individual businessmen 
and thus the whole business field appears to bo a paradoxical curi¬ 
osity that while society dies, businessmen net the largest profit. 
All these are the result of individualistic business. But can there 
be any justification for its continuation any longer. Adam smith’s 
laissez faire doctrine does not represents the social sentiments; 
it might have been rational and reanimating during the days of 
Aclam Smith and his followers but it is ravaging and reaving to¬ 
day for the society. Business in it true sense of the term should 
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be over evolving through continuous differentation and integration 
caused by the changes in the social structure , social environments 
and social sentiments and a true business should adjust it existence 
to the growth of the society otherwises business would become anemic. 
The past is dead and buried and the philosophy of Adam smith 
does not help us in solving our economic problems of to-day. 
On the contrary, we find ourselves hemmed in the economic ills of 
private and individualistic capitalistic business. If we desire to 
remedy these ills we shall have to venture forth along new lines 
of thought and new methods of search quite different from what 
Adam smith had advocated centuries back. “The world changes 
and the truths of yesterday and the day before may be singularly 
inapplicable to-day. We have to follow the line of life in its ever 
varying curves and an attempt to adhere rigidly to an out-worn 
creed may take us off at a tangent from the curve of life and lead 
us to disaster” 1 

There is thus a definite case for control and regulation of busi¬ 
ness for the social improvements. Suoh a control in business can 
be social or semi-social. Social control of business is the control 


Two kinds of 
Control of 
business 
U) Social 
& 

(2) Semi-Social 


excercised by the entity what we call “society” itself. 
In other words, it means a system of control exercised 
by the persons themselves who have got vital interest 
at stake in business, it means a control by a group 
in society including labour, employer, consumer, 


and the public. Such a form of social control by this too hetero¬ 


genous body is not feasible at the present stage of society 


or social circumstances. Such a social control is the best from the 


point of view of society and is at the same time most definite and 
the right system of control but it requires the highest phase of a 
social development which society has not been able to reach at the 
present nor is expected to reach in the near future. Thus for the 
present tame social control of business is out of question, What is 
practicable at the present time as a system of regulation in business 


1. Pandit Nehru-Soviet Russia. 
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is what can be called the semi-social control. Semi-social control in 
business means the regulation and control of business not by the- 
“society” itself but by a powerful agent of the society meaning 
thereby the government. State control and regulation of business is 
actualy of a half social character and represents a system of control 
which can best fit in and suit the present social structure. The 
policy of such a control should be to know what the society requires 
and should be based upon economy and efficiency. Such a control 
must be guided by experience and must be adaptable and far-seeing 
and capable of progressively raising the level of mankind. 

Basis of social interests in business. 

The necessity of social or half social control in business is? 
further justified, rather proved, when we consider that business' 
affects all of us in some way or the other, directly or indirectly.. 
We are all buyers of food and clothes, materials and merchandise? 
etc. and we are all at the same time sellers of our own services to 
the employers and hirers. Besides, we are not either only buyers or 
only sellers but we are both. The businessman sells the goods ho 
deals in and at the same time he also buys the servioes of a largo 
number of employees—agents, clerks and salesmen. These agents,, 
clerks and salesmen are not only selling their own servises and the 
goods of their employers but are at the same time buying food, 
clothes and stationeries for their own use. It has been observed 
before that in the whole activity of buying and selling lies the? 
essence of business and since we are all buyers and sellers in some 
way or the other we are vitally concerned with business. Besides, 
the consuming public is so modelled in body, mind, character and 
the general set-up of life by the business activities and relationship 
—by the rise and fall of prices, by booms and slumps, by business- 
competition and price-cutting, by hoardings and black marketings- 
that business can truely be said to make or mar men, women and 
children who are affected by those business activities and relation¬ 
ship. Business activities shape the character and life of men' 
hrough their effects for good or evil no less truly than they shape- 
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and mould the goods and commoditities that they put into the 


Two'Sidsd 
effects of 
business 
Trade effects 


market. There are two effects of business activity— 
the one may be called trade effects and the other hu¬ 
man effects. The trade effects of a business means the 


00 

Human effects impact that business brings through its various activi¬ 
ties on the general development or nature of trade i.e. on the 
volume of business, nature and condition of credit and collection 
and interest rates etc. The human effects of a business means 
impact of business activities on human beings who are the consum¬ 
ers of goods and commodities and the influence that the business¬ 
man exercise on these men through their tactics, moves, deals and 


policy regarding their methods of sale and purchase and the ulti¬ 
mate aim for profit, The greatest effect of business on human 


beings results from its co-ordinating policy and programmes 
regarding supply and demand for goods and services. If business 
attempts to keep the human demands and the business supply 
of goods and services balanced well and good; but if business brings 
•almost a failure of economic co-ordination—failure to co-ordinate 


demand and supply the human effects of business are seen in its 
nakedness, When this failure of co-ordination between demand and 


supply of goods and services is brought about by business it means 
a business based on hoarding and scarcity and black marketing for 
the human consumers, and therefore, the human effects of business 


•are in the long ran, the most important aspect of business. Business 
is full of bargainings and these bargainings may be good or bad. 
When the bargainings are on a good and just footing the gain of 
one also leads to a gain to the other involved in the transaction; 
but, when the terms of bargainings are bad, the gain of one means 
the loss of the other and in that sense business becomes parasitic; 
one cripples the other to raise himself up and in that way opportu¬ 
nity is not equal as between the child of one that cripples the 
other and the child of the man who is crippled by the other and the 

whole business system is responsible for bringing about this secial 

nnd economic inequality. 
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IS 


It is, therefore, sufficiently clear that business is essentially a 
matter of public concern and the stake which the public has in it m- 
large. There is thus ample ground to assert that public has a right 
to interfere in the management, programme and policy of the busi¬ 
ness undertakings wherever it sees its interest. Business cannot 
be allowed to be organised to enrich individuals at the cost of the- 
society. The laisez faire policy has got, therefore, to he abandoned 
and it is a sacred duty of the state, large or small, to regulate and 
control business from the point of view of society. Society, after 
all, is more important than individuals. 

Importance of Business • 

As has been observed before business is based upon the- 
various wants and necessities of our life. The basic postulate of 
business, therefore, is the fulfilment of the ever increasing and 
unlimited wants of mankind. As a result of this business is ever 
evolving through continuous development and decay of the various- 
wants and necessities for our existence. Business, through te 
sales organisations and salesmanship, not only fulfills the existing 
wants and necessities of life but also plays a great part in creating 
new wants for better amenities in life and a higher standard of 
living. A large number of goods and services can be produced' 
through business operations to keep the population of a country 
on a level of material and mental satisfaction. On the other hand 
if business is underdeveloped and badly managed the people in a. 
country can be on a starving level for the various goods and 
services necessary for life or a better standard of life. The mate¬ 
rial well-being of a nation therefore is closely dependant upon the 
successful conduct of business. Our social structure is so organised 
economically that no individual can live on a self sufficient basis. 
Every body is in need of purchasing a large number of goods and 
services that he wants to consume, for practically no individual 
in our present-day society produces what he consumes or wants to 
consume. • Instead, he works somewhere for some salary or wage 
and thereby earns money—the medium of exchange to buy such 
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economic goods of necessities, like food and clothing, or of luxeries 
like soap and scent. We imagine of a society in which every 
individual is -producing in his hut or house whatever be needs 
for his life. But this could have been possible in the primitive 
stage of human development where no body required nothing more 
than the simple and most ordinary raw food and raw clothes. It 
was a society in which no body knew about luxuries or even the 
conventional necessities of the present socieiy. We are now at a 
stage of social or material development when our wants are un¬ 
limited and our life is dependant not only upon the bare necessities 
for existence but upon the huge heap of goods and commodities 
which have been known as conventional necessaries and luxuries. 
Besides, v r e are living to-day at a time when the “luxuries of to¬ 
day are the comforts of to-morrow and the conventional necessities 
of the day after.” 1 Hence we cannot be individuals producing our¬ 
selves the vast number and kind of goods and commodities that 
we are consuming. It is both beyond our means and capacity to 
do so. Therefore, there are organised groups of producers, distri¬ 
butors and sellers—all making up to-gether the business unit in 
the society—who put the various goods and commodities in the 
market before the consuming group. It is on account of this busi¬ 
ness group in society that it has been possible to raise our standard 
of living by having or possessing the different kinds of goods essen¬ 
tial for the material well-being of individuals. In the absenseof 
such a business group in society we could not have reached a 
stage of material and mental satisfaction in life that we have 
attained to-day. 

Secondly, business not only furnishes the huge number and 
kind of goods and commodities required for a better life and living 
but at the same time it is itself one of the most important 
sources of livelihood for a large proportion of population every, 
where. Imagine for instance the large number of mines, mills and 
marketing organisations, factories, fisheries, quarries, railways and 

1. Silverman. 
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■steamships and the vast number of large and small business 
establishments and offices and the number of people that are work¬ 
ing in all of them, If the business in such establishments are stopped 
or closed we can simply imagine the bewildering army of people 
that would be thrown out of employment. The major portion of 
employment in any country is furnished by business offices and 
business fields. Approximately it may be said that business 
employs three out of every five persons working for income. The 
importance of business, as such, as a great source of employment 
is undoubted. 

Business not only provides employment and livelihood to a 
large majority of the population but at the same time it furnishes 
revenues to the Government for the support of the governmental 
establishments and the super-structure of the society. Govern¬ 
ment revenues consist, in a large part, the receipt of the taxes on 
the incomes of the various business units as well as individuals. 
The customs receipts of the Government are primarily dependent 
upon the development and changes on business conditions. The 
other great source of income for the government are the individuals 
who are taxed upon their incomes. These individuals, in the majo¬ 
rity of oases, derive their incomes directly or indirectly from 
being connected with some busiess operations. Some secure their 
income from their ownership of stocks and share, bonds and debe¬ 
ntures of some bussines undertaking, or from mortgages, banks 
accounts or from many other forms of investuents. Practically, 
therefore, all money income is derived directly or indirectly from 
business operations of one or the other kind. There are, of course, 
a little majority of people who derive their income from being in 
Government employment. 

Had, therefore been no bussines or if there he no development 
of business in a country the Government cannot run; firstly be¬ 
cause in the absence of business enterprises or establishments 
the Government cannot provide employment to the teeming 
millions and there would then be social upheavals and mass degene- 
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ration of the society. Secondly, the great source of income of the 
Government would be closed if there be no business. In any 
civilised society emphasis is placed upon business development 
both for the purpose of removing unemployment and also to provide 
income to the Government and to make the country richer and 
contended. Business is, therefore, the panacea or the magic cure 
for the ills of unemployment and poverty in any country. A. 
country which is industrially or commercially advanced and has 
firmly fixed its position in industry is not only considered as one 
of the most civilized country of the world but it also dominates the 
rest of the countries. History bears eloquent testimoney of the 
fact that the leadership of any country has depended upon its 
commercial or industcial strides in the world. The supremacy of 
Great Britain during the 19th century is explained only by the 
development of business, trade and industry in that period. She 
had developed a race of merchants, manufacturers and bankers- 
who were highly specilised in manufacturing, trade exchange and 
finance. Their skill in trade and commerce was unrivalled and 
their enterprise of business was without any parallel. It is 
this commercial supermacy that made Great Britain a first rate 
country in this wide world. The gradual importance of the United 
States of America has also at its root a developing and stable- 
commercial and business activity. It is because the United States 
of America has gathered great commercial and business enter¬ 
prise, imitiative and stability that it is now accepted as a great 
power in the world. Russia, too, which has gone much ahead of 
other countries in scientific technology and military technique has 
an economic basis for these advances and its emergence as a very 
great world power is basically the outcome of a well planned 
system of economic and business development. The position of 
strength therefore, of any country comes basically from business 
and commercial expansion and developments without which no 
country can aspire to have any recognition of importance. Busi¬ 
ness, as such, is the basis of strength and stability, position and 
place in all classes of society or community and must be recog- 
mised as such. 


CHAPTER It 

KINDS OP BUSINESS. 

Business as a whole may be divided and looked upon from the 
point of view of the nature, of the work the business is engaged 
in and from the point of view of ownership of the business. 

The first line of division of business embraces within itself the 
various kinds of business activities that are adopted or under, 
taken by different business firms. Following this line of classification 
of business we find that there are many kinds of business in actual 
practice i. e. many kinds of business activities that may be 
undertaken or picked up as an engagement by businessmen. 
Business from this point of view can be placed under three clear- 
cut divisions or kinds ; they are :-~ 

(1) Trading Business, 

(2) Manufacturing or producing business and, 

(3) Service Business. 

One of the most common kinds of business that people engage 
in is the trading business which means the activity of mere pur¬ 
chase and sale. What people do in such a kind of business is that 
they purchase goods from manufacturers or stokists, handle and bring 
them up to the market at their own cost and then sell them to the 
consumers. The object of such a business is to sell goods, which are 
themselves originally purchased from the manufacturers or stocki¬ 
sts, at a price which does not only cover the original purchase cost 
hut also the cost or expense of handling them up to the market and 
a fair margin of profit in the transaction. In order that the goods 
should be sold at the price shown in the catalogue or price lists 
circulated by the manufacturers, the manufacturers allow , a certain 
rate percent of allowance or discount to traders which enables 
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them to sell the goods and commodities at the price fixed as 

shown by the manufacturers in the price lists while covering the 

cost of transport of the goods and a margin of profit over it. 

Two types of Such a kind of business can itself be split into 

Business ; two divisions—Wholesale Trading Business and 

(1) Wholesale Retail Trading Business. 

Trading ° , 

Business. Wholesale Traning BusinessThe wholesalers 

^ Trading are such businessmen who engage in the buying and 

Business, selling of goods; but they buy and sell the goods 

and commodities in large scale and they neither buy nor sell goods 
on a piece-meal system. The wholesalers, therefore, purchase the 
goods and commodities, they deal in, directly from the manufac¬ 
turers and sell those goods to such business traders whose business 
is to purchase goods on a wholesale basis and sell them to the in¬ 
dividual consumers on a piece-meal basis or the retail system, The 
wholesalers are, therefore, a link between the manufacturers and 
the retailers and, as such, have no direct connection with the ulti¬ 
mate consumers. Wholesalers are also known as distributors and 
they maintain with themselves a stock of the lines of goods or 
commodities, purchased from the manufacturers and sold to retai¬ 
lers. Since the policy of the wholesalers is not to sell on a piece¬ 
meal basis and since the ultimate consumers always purchase goods 
on a piece-meal basis there is no direct link between them. The 
link between the two is established by the retailers who come mid 
between the two. Wholesalers are variously known and are some¬ 
times known as “Jobbers”, “Commission agents”, “Commission 
merchants” or manufacturers’ agents”. 

From the above discussion it will appear that the word “Whole¬ 
sale Trades” is generally used to signify or mean a trader who 
acts as a middleman between the manufacturer and the retailers 
and engages in and concentrates upon simple buying and selling- 
activities as the Trading Business does signify.lt follows, therefore, 
that the wholesaler does not himself manufacturer goods or sell 
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(them directly to the public; he is a trader who sells goods and 
.commodities in the same condition and packings as he brings them 
iron the manufacturers. But in actual commercial practice of the 
present time such a type of wholesaling is not found and in the 
modern commercial world there are many wholesalers who are not 
merely engaged in wholesaling but are also doing a little of manu¬ 
facturing, while there are some who do a little of retailing as well 
Thus it can be well said 'that under the resent business practice 
There are three types of wholesalers. 


'Three types of 
wholesalers: 

4. Manufacturer 
Wholesalers. 
:2. Retailer s- 
Wholesaler. 

.3. Pure 
Wholesaler, 


(1) Manufacturer-Wholesaler, (2) Retailer- 
wholesaler and (3) Pure wholesaler. Firstly there 
are many wholesalers who also engage in manu¬ 
facturing activities to some extent and thereby 
undertake to render a double service to the con¬ 
sumers. Such wholesalers are willing to manufac¬ 
ture goods themselves and also obtain supply of 


; gooda of other manufacturers if and when they are required in the 


market. Those wholesalers, therefore, carry a comprehensive stock 


of goods and merchandise. A manufacturer who 
^wholesaler! 1 tIlus ta ^ es U P tlie wholesaling business considerably 
increases his turn over, by this dual role and he is 


Thereby in a position to reduce the over-head expensss of 
•his business. 

Another notable class of wholesalers consist of such trading 


houses which engage themselves both in wholesaling and retailing. 
"These wholesalers retail goods and merchandise to smaller shops in 
their neighbourhood. These wholesaler-retailer buy goods and 
merchandise in larger parcels from the manufacturers at a discount 
and then resell these goods to other smaller shops 
Wholesaler * n neighbourhood at prices very little above 
those at which they themselves had purchased from 
•the manufacturers. At places where these wholesaler-retailers 


.are the only sources of supply for the smaller shops these whole- 
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saler-retailers have a considerable business and score a large* 
percentage of profit on such re-sales or retailing of goods to- 
smaller shops. 

But in the true sense of the term neither of the two classes- 
of wholesalers described above can be called wholesalers pure and. 
simple. A proper wholesaler is one who engages in pure buying 

and selling activities; he buys from the manufaetur- 
WItoIps&Isf • 

Proper. er and sells to the retailers and relies upon pure 

wholesaling for his living and life. Such a whole¬ 
saler has a warehouse possibly in a busy trading centre and serves- 
the neighbouring retailing shops with goods and merchandise, he- 
deals in, in just the same way as the retailers themselves serve 
the ultimate consumers in the market. These pure wholesalers or 
wholesalers proper organise their sales in two ways. Firstly, they 
sell the goods and merchadise from their warehouse to such neigh¬ 
bouring retailers who place orders for supplies or send massengers- 
for procuring supplies as has been said above. Secondly, these 
wholesalers also maintain goods carrying vans and they send 
them vans round the retailers in outlying areas and in this way 


maintain regular journeys of their vans which pay regular visits to 
the outlying retailers. These outlying retailers, thus, buy their 
stock from the vans and usually pay cost for such purchases. 
These wholesalers maintain a good stock of lines of goods and 
merchandise. But if the wholesaler is small he simply concen¬ 
trates upon such leading line of goods as are in good constant 
demand. These wholesalers re-sell the goods and merchandise at 
the prices charged by the manufacturers and rely for their gross 
profit upon trade discounts or rebates as also upon cash discounts 
granted by the manufacturers. 


Types of wholesalers proper: 

Such traders whose business is pure wholesaling are not of one 
type and all are, therefore, not engaged in a similar kind of whole¬ 
saling work. Wholesalers proper, therefore, can be further 
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(classified on the basis of specialisation of their works. On such a 
dbasis of classification pure wholesalers can be divided into three 
.major classes: ( i) Wholesalers who sell a wide line of goods to 
-many types of manufacturers; (ii) wholesalers who sell a parti¬ 
cular line of goods to many types of business users and (iii) whole¬ 
salers who sell a compelete line of goods to business buyers in a 
particular industry or trade. 

The first category of wholesalers are no other than being mill- 
supply houses or ageneies. who sell a wide variety of goods required 
by the manufacturers or mills for the production of consumers 
;goodsin the market. These mill-supply bouses themselves purchase 
.a wide .lines of materials, merchandise and other equipments from 
’.numerous producers and store them at their business places and 
-.finally sell those equipments to the mills or manufacturers 
» who require such goods in the production of the various cons um ers 
.■goods. From the stocks, therefore, these mill-supply wholesalers 
.are able to fill the orders of the manufacturers. The main function 
mf a mill-supply wholesalers is to meet small and big buyers. In 
•order to sell widely these Mill-supply houses send their salesmen 
at regular intervals into interior areas for selling goods or 
■securing orders and they also advertise in techanical trade journals 
.and magazines. 

These mill-supply wholesalers render many use- 

■muTsupply ^ serv * ces P r0( l ucers > whose goods they 

-wholesalers, -sell, as well as to the mill-manufacturers to whom 
they sell. Such wholesalers are particularly very 
■servica'ble -on .account of the wide line of goods that they deal in. 
"Though the main function of these wholesalers is to take care of 
small order and emergenoy orders they are no less useful to large 
manufacturer-buyers, Even the large manufacturer-buyers pur¬ 
chase many items of goods, from these wholesalers, -which they 
require in small quantity. Not infrequently large manufacturer- 
buyers find themselves .short of certain goods either due to short 
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supply or delayed deliveries and in such circumstances these small! 
quantity of goods can be quickly purchased from these wholesalers- 
to maintain the continuity in their manufacturing proeeses. 
The small manufacturer doing business on a small scale with a 
small capital cannot adored to purchase goods in great bulk and’ 
thereby invest a large amount over it. Such small manufacturers- 
find these wholesalers immensely useful for purchasing small- 
amounts of goods regularly as and when they require. Wkatis : 
more, these wholesalers allow some amount of credit also to these- 
small manufacturers and are in that respect a great benefactors to> 
the small-scale manufacturers. Besides, these mill-supply houses- 
are well versed and are almost technical experts in the technical 
problems involved in the use of the goods they sell to the manu¬ 
facturers and also employ technical experts as their salesmen. 
They are, therefore, able to render valuable technical advice to 
the purchasers of their goods which bears great fruit in the manu¬ 
facture of consumers’ goods by these manufacturers. 

The second type of wholesalers classed on the- 
^whoksalers 110 k as * s specialisation of works are the single-lino 
wholesalers who deal in particular line of goods' 
for sales to many types of buyers of business goods. The paper 
wholesalers, chemical wholesalers or electrical wholesalers are best 
examples of such a type of wholesalers. The paper wholesalers 
handle or deal in many varities of paper and sell to small buyers. 
Like the paper wholesalers the chemical and electrical wholesalers 
handle different varities of chemical goods and electrical goods- 
respectively. Such single-line wholesalers do both local and' 1 
as well as extended business in other areas. The majority off 
the; such single-line wholesalers in America make their local’ 
deliveries free of charges. In India also there are many single* 
line wholesalers who make local deliveries free of charges.. 
In China Bazar of Calcutta there are many single-line whole¬ 
salers who do both local business as well as operate over a fairly 
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wide area. These single-line wholesalers purchase car lots and 
deliver these goods to their customers by means of trucks, trollies 
and hand carts. 

Services of The sin g le ' line wholesalers play an important 

Single-line p ar t in the marketing of goods. By handling large 
w 10 esa ors. q £ game }j ne 0 f g OOC | s like bulbs, wires, 

switches, plugs, meters, sockets, fans, heaters etc., to take the 
example of electrical wholesalers, they provide a wide outlet of 
considerable importance to these goods and are as such of immense 
importance to their manufacturers. They also often grant better 
terms of credit to their purchasers than are granted by the manu¬ 
facturers themselves. Since such wholesalers specialise in one 
line of goods they keep with themselves a large variety of goods 
of the same line at one place and the purchasers can well and very 
easily secure their requirements for any kind of goods of that line 
which would not have been possible to find out so easily. In the 
absence of such wholesalers much difficulty would have to he 
faced in the purchase of different kinds of goods of the same line 
by the purchasers. Such wholesaler are verible and well furnished 
resorts for everything of the line of goods dealt in by them. 

These are wholesalers who sell a complete line 
(iii) Complete line 0 f goods required by particular industry or trade. 

wholesalers. ^ wholesaler8 also apecialise in their works like 

the other two discussed above but the specialisation of the 
complete-line of wholesalers is based on the type of buyers. These 
are, therefere, wholesalers for the sale of a complete-line of pro¬ 
ducts to particular types of buyers. There are thus farm machinery 
wholesalers who specialise in selling all kinds of machineries for 
farming or agriculture that are required by an agricultural farm. 
In the same way there are mining equipment wholesalers who 
specilise in selling the different kinds of tools and machines reqtdr- 
ed by a mining firm. There are thus hospitals supplies agencies 
(or wholesalers), laundry supplies agencies etc. These whole- 
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salers select a particular type of buyer or consumer, stock the 
various kinds of materials required by that type of buyer and 
deal in those goods or materials. 

Such types of specialisation in -wholesaling 
complete-line ^ as c * ose ^ specialisation in a particular 

wholesalers, type of trade. The complete-line wholesalers have, 
therefore, co-ordinated themselves with specialisa¬ 
tion in trade and industry and have there by greatly facilitated 
specialisation in a particular line of industry or trade. Persons or 
firms wishing to specialise in any particular line of work feel no 
trouble in procuring without any difficulty all the materials 
required for or relating to that work on account of the presence 
of such wholesale specialisers. Such wholesalers specialisers, 
therefore, not only save trouble and tiresomeness of trade specili- 
sers in the purchase of their materials but save a great cost and 
expense which they would have otherwise to spend in the purchase 
of in and gathering such complete range of goods at different 
places at different times, In the absense of such specialising 
wholesalers, trade specialisers- have to send enquiries at 
different places for their materials and have to face the natural 
difficulty of getting a material at one place but not the other. 
This laborious search for the different materials at different places 
means not only greater trouble but great expenses and loss of 
time too. But when there are complete line wholesalers speciali¬ 
sing for a particular type of buyer, the buyer concerned can send 
his orders for all the materials required in the trade or industry 
with the wholesaler specialising in the sale of materials 
required for that industry and can sec his orders filled up at one 
place. Again since such a wholesaler is a specialist in that branch 
he generally keeps with himself different materials for the same 
kind of work made by different manufacturers. Buyers therefore 
can find at such places scope for making choice in their, purchases 
amongst the different materials for the same kinds of work. These 
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wholesalers have also greately benefited the manufacturers of the 
products which are required in different trade or industry. Such 
wholesale houses serve as places for convenient outlet of their 
products because buyer in those materials would concentrate on 
such wholesalers for their purchasers. Their manufacturers are also 
saved the cost of sending their products to different places with 
diff erent persons for sale. They can affect all their sales at one 
place of such a wholesaler. 

But pure wholesaling business or wholesaling proper is a 
dangerous business in the sense that since a wholesaler has got to 
maintain an adequate stock of all goods and commodities of various 
lines it calls for a comparatively large amount of capital while 
it yields a very small margin of profit. Since the wholesalers are 
mere agents or jobbers who linkup the retailers 
Precariousness and the manufacturers there is veiy little 
of pure whole- opportunity left to them where they can exhibit 
sale trading. ^ 1( q r own originality and drive for service to the 
consumers and therefore stand upon a basis of 
business which can very little add feathers to their caps. This 
is why wholesalers have very little scope or opportunity to build 
up their own goodwill for their business. If they render the 
service quite all right the goodwill goes to the manufacturers 
whose goods the wholesalers are selling. Wholesalers are presumed 
to be selling on behalf of the manufacturers and are therefore given 
very little independent scope and activities; they are supposed 
to be personal representatives of the manufacturers and therefore 
do not earn the goodwill for their own selves. Thus wholesaling is a 
kind of work which gives very little opportunity to the wholesaler 
to build up his own goodwill; and goodwill is the main roof in 
business which can make the business permanent and stable. Since 
the wholesalers can very little build up their own goodwill their 
business seldom becomes permanent and enduring. There is yet 
quite another great risk of wholesaling that makes this, business 
very precarious. Wholesalers have got to maintain a full stock of 
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lines of goods and merchandise the price of which are already paid 
hy them to the manufacturers. When the business days are bright 
and there is nothing wrong with the demand for those goods every¬ 
thing goes well, but in business the dark and darker days do also 
come when the demand shrinks and there ensues a period of falling 
prices. In such days the wholesalers are exposed to the chilly 
gusts of heavy losses through depreciation in their stock values. 
It is, therefore, not surprising that durinng these bad business 
weather many business houses relying on pure wholesale business 
or wholesale proper fail and go down. It is on account of these 
risks or precariousness of wholesale proper that many wholesale 
traders have in recent days extended their activities to a little of 
manufacturing along with wholesaling while some have engaged in , 
retailing while doing the wholesale trading business. 

Retail Trading Business: 

Retail Trading Business furnishes a good illustration of the 
activities of a trading business—i.e. the mere simple sale and pur¬ 
chase of different or one line of goods and merchandise. The re¬ 
tailer buys the goods and merchandise from the wholesalers 
and then distributes or sells those goods to the ultimate and 
individual consumer. 

The retail trading business can assume various forms of orga¬ 
nisations. It may be organised either as a corner grocery, or a 
speciality shop, or a general shop, or a multiple shop, or a depart¬ 
mental store, or a chain store, or a cooperative store or as a street 
■trader or a mail order trader. The types of retail trading that are 
in existence, or can actually be, is really stupendous but a few of 
them like the departmental store and chain store, the co-operative 
store and the multiple shop are important and interesting as well 
and merit a special and seprate treatment. We shall return to 
them in a subsequent chapter on large-scale Retailing, meanwhile 
a brief treatment of small-scale retailing would be quite fitting. 
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Small-scale Retailing : 

The corner grocery, the speciality shop, small general stores,, 
street traders, stall-holders in open air market, pedlars & hawkers, 
roadside stores, “Stores on wheels” carrying goods on hand-pulled, 
wheeled carts are all examples of small-scale retailing 

The distinguishing characteristics of small-scale retailing is- 
the fact that it has no big connection cr relationship with large 
wholesalers or manufacturing organisation. They buy on a small 
scale, sell on a small-scale and strike out a suitable margin of 
profit by their service to small consumers. Individual ownership 
is the most common form of those small-scale retailing business 
though there is nothing to say that they may not he operated by 
partnership. But the typical small retailing business is managed 
by the single owner himself and he continues his operations to' 
small buying and selling hy which most of the daily and ordinary 
needs of the small consumers can be met. These small retail organi¬ 
sation are generally cash-and-carry stores i. e. they generally give 
no credit nor do they give delivery at the pjaces of the customers. 
Customers have to pay prices cash down and carry the goods them¬ 
selves. Most of the grocery stores, small stationary stores, small dress- 
stores and variety stores furnish best examples of these cash-and- 
carry retail establishments and are found in all small and big 
towns. Convassing on streets of the markets and house-to-house 
peddling is one of the oldest traditions of these small retailers. 

' The most popular form of small-scale retailing is the general 
stores. A general store carries a small range of a wide variety 
of goods commonly required hy the day-to-day purchaser. These 
small general stores are found both in town and rural areas. They 
carry small number of several lines like groceries, dry goods, small 
farm implements, oils and gassline, toys, candy, hardware etc.. In 
the small general store retailing such combinations of several lines- 
are necessary to attract small purchasers of varied classes and there- : 
by to secure a sufficient volume of trade. These small retail stores, 
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therefore, mainly carry only convenience goods of served lines. 

'The usual locations of such small general retail stores are in princi¬ 
pal agricultural rural areas, ruining camps, labour areas, country 
<cross-roads as well as in outlying sections of cities. 

The strength of these small retail stores of the present time 
lies in their abilty to supply small consumers quickly and at a 
moderate price the general articles they usually require. Not un¬ 
usually these small retailers have to grant small credits to some ’> 

of their regular customers. 

This class of small retailers get nearer to the consumers and 
■obtain goods generally required by them; that is to say, thay 
stock such kinds of goods generally called for by their customers 
and, therefore, have no need to make attempts to create demand. 

This is firstly because the capital of small retailers is very limited 
and they cannot afford to invest large amounts in accumulating 
stocks that are not readily saleable without much efforts. 

Secondly, every kind of goods is subject to some percentage of 
depreciation and besides, when fashion taste and style change the 
stocks become unsaleable^ over hight. The small retailers are 
therefore only interested in quick turnover, , 

The chief advantage of the small retailers is their 
usua ^y ^ ow operating costs. This is because most 
retailing. of the small retail traders carry on their works 
themselves or with the help of their members of 
their families and keep very few hired employees. Generally it is 
found in actual practice that the rear part of retail store building 
or its upper floor is used as residence of the owner and thereby 
the expense for rent is kept at a minimum. Besides, on account 
of residing in the store building itself many other kind of eco¬ 
nomies are practised. In the small retail trade organisations the . 

-success or failure depends in a considerable degree upon the initia¬ 
tive and drive of the individual owner and the greatest advantage 
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in this respect is the freedom of action. Decisions about everything: 
—buying, selling etc.—are made promptly and without any 
interference on any body’s part. Besides, the directness and stimu- 
lous to activity are usually observed. The judgement, skill,, 
energy, ability and determination of the small retailer are all put 
to-gether in direct relationship to the profit and loss of his small 
retail business. The interest, risk and control of the business are- 
in the same hand. 

Further more, the small retail trader comes very close to his- 
customers and there is a friendly atmosphere in his store which 
imparts an essential element for its success. His store may not* 
be well managed, he may charge a little higher price, he may 
not he able to serve his customers very promptly but still the- 
small retailer is able to hold on his customer because of the cordial,, 
familiar and friendly atmosphere prevailing in his store. In a, 
small retail store it is often found that both the customer and 
owner ( of the store ) prefer to call each other by name and when 
as a customer visits the store he is received in an informal courte¬ 
ous manner which gives an air of acquiantance and closeness. 
Importance of retailing: 

The retail trading business occupies a key position in the 
whole distributing system of goods, i. e. the distribution and dis¬ 
posal of goods from the manufacturer to the consumer. This is* 
because a retailer comes in contact* with both the jobber 
(i. e. the wholesaler ) and the consumer. What ultimately 
happens to the goods which are manufactured for sale can he seen 
or examined at the doors of a retailer of the goods,. The retail 
trading business is the junction, or meeting point of the 
retailers’ selling activities and the consumers’ buying activities.. 
The retail trading business, therefore, is the real stage where the 
buying and selling parts are played by two groups of business* 
players. In other words, the retail trading business embodies the 
real story of the actual sales of goods and it is, thus,. the only 
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place where a manufacturer can find for himself as to what comes 
"to the fate of the goods and commodities he is manufacturing. 
'Tlie retailers’ part in commerce is not only great but is also 
■at the same time basic. Consumers are the basis of commerce 
-smad retailers establish themselves in the midst of the consumers, 
-and so are seated with the basic factor of commerce and as such 
■enjoy a great power and prestige for all those who depend upon a 
-strong foundation for all their business and sales. Retailers not 
■only carry goods to the consumers that the latter demand but 
.retailers also do a much more important work that they also create 
xiew demands and necessities for new goods by their enticing dis¬ 
play and vigorous salesmanship. Retailers, therefore, not only serve 
-and nurse the market that is there in the business world but 
-create new markets and enlarge the business activities. In the 
whole business world, therefore, the retailer is the one man who 
c an be of immence help to the distributors and manufacturers who 
•can learn a great deal by going among the more progressive re¬ 
tailers about demand, design, supply, sales, price, taste, fashion, 
credit, collection and what not about business. A retailer can be 
■of great help to the business advertiser as well for a retailer can 
-often judge the relative merits and demerits of an advertisement 
■appeal much better than anyone else because he has to meet and 
•satisfy the demands which advertisements create; and the close 
•contract of the retailers with the consumers enables them to obtain 
and weigh their views. The position of retail trading, because of all 
•these is not only important but stragetic too. The retailers assemble 
at convenient points from numerous sources of supply the various 
lands of goods and materials that consumers demand and thereby 
•enable the consumers to buy a variety of goods at one place 
without any difficulty. The consumers community look up 
to them for the goods they require, get small credits for their 
clay to day needs~the primary service of the retailers which 
•deserves a special emphasis to the fact that it places the 
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retailers in a position which enables them to determine the 
needs and requirements of the consumers for various Lines 
goods and thereby they exoeroise considerable influence on i 
purchases of the consumers. The functions and activities o u 
■ers however, closely depend upon the factory productions o • ’ 
items. During the last hundred years there has been a ttameui my 
increase in the factory productions of small items of goods comm,, 
into great demand of the consumers. Electric shavers, lozui 
and malted milk, portable radios, plastic combs and pegSj all( 
large number of small articles now produced by factories lave 
greatly increased the activities of retail trading in recent yours, 
The development of factory production of articles that vmo 
formerly made in the home and of new products that we never 
made in the home have greatly added to the works and engage¬ 
ments of the retail traders. Such a development oil the side of 
production have great impacts on the retailing and they have 
increased both the number of retailers and retail stores as well as 
the volume of retail business as a whole. With this increasing deve¬ 
lopment of the factory production of small items of goods the 
import ince of retailers have greatly increased and their position 
has become fundamental; for the success or failure of their efforts 
in effecting sales of these factory made small goods is greatly reflec¬ 
ted back in production and the working of the factory. Since the 
factory activities and marketing activities are .closely related, the 
success or failure of the retailers in effecting sales of goods is not 
only reflected in the factory but is also visible with clear marks 
in the markets. The marketing conditions, therefore, greatly vary 
with the success or failure of retailers in their sales activities. 
Functions for Retailing: 

The ultimate consumers buy all their requirements from 
their retailers. Whatever wants the consumers may .have and 
whatever goods they may like to have the consumers can have 
them from the retailers. The consuming community, therefore, 
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express all their wants and necessities for the goods and commo¬ 
dities they require to the retailers and it is the fundamental func¬ 
tion of the retailers to assemble the various kinds of 
(i) Assembling g 00C ] g an q commodities that the consumers require 
or may require. The retailers must bring the different 
goods and commodities to-gether from various sources and place 
and stock them at their place for final disposal to the consumers. 
Modern commercial conditions of production and consumption are- 
such as make assembling a necessary function of the retailers. All 
goods which the ultimate consumers require are not produced either 
within a district or even the country in which the consumers live- 
but goods produced in distant areas and lands are demanded 
The goods which the consumers require have got, therefore, to be- 
gathered from scattered areas and this makes assembling a nutu- 
ral and necessary function of the retailers without which they 
cannot fulfil the wants of the consumers. 


The demand of the consumers which the retailers 

Estimating^ ^y se M* n g goods may either be of a general and 
functions an usual character or it may even be a momentary 
demand. So far as the usual or general demand of 


of the consumers is concerned the retailers have no difficulty in 
knowing it and assembling goods for the same. But the momen¬ 
tary demand of the consumers brings some difficulty, for it is not 
expressed in the market from before. The retailers are conse¬ 
quently forced under this circumstance to estimate in advance the 
probable demands of the consumers and then make themselves 
prepared to meet them as exactly as they can. They have there¬ 
fore, to base their works of assemling goods and commodities on 
this doctrine of market or demand probabilities. To estimate in 
advance the probable demand of the consumers, as such, is not- 
only one of the most difficult functions of retailers but is pregnant- 


with great attendant risks as well. If their estimate and conjee- ■ 
tures based on probabilities come correct everything goes well;; 
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but if they come out wrong the result becomes ruinous for the 
retailers. The retailers, therefore, have got to be expert connoissu* 
ers of consumers’ demands and market conditions, To know 
the consumers’ demands in advance and judge the market is an 
..art which every retailer must know and a retailer who does not 
know it cannot perform hia functions properly. 

Sale of the articles or goods assembled from scatte- 

fulctionsf recI places is the ultimate goal of retailers. Sales of 
goods is also the basis of all productive activities. The 
retailer may be engaged in diverse activities relating to his busi¬ 
ness but like a good chess player who may be making a thousand 
moves but his only aim is to checkmate his apponent’s king a 
retailer also may be engaged in thousand and one activities but 
his only aim is to sell the goods he has stocked at his place. The 
object of the retailer in this connection is to sell his goods at 
satisfactory prices, But the retailer while performing his selling 
functions must bear in mind that the fundamental basis of all 
selling by him must be the satisfaction of the buyers or consumers. 
If any goods whioh the retailer sells which is incapable of satisfy¬ 
ing the wants of the buyer the whole purpose of producing, and 
distributing and selling it fails from the business point of view. 
It is obvious that if an ink be so watery that it would not bring ,a 
clear impression on the paper, it would be of little or no value as 
a selling proposition. The retailer may in the first instance be 
able to sell but it would not give satisfaction, and sales would 
eventually cease. 

This selling function of the retailer varies widely with different 
products and with individual retailers. Selling functions of a 
retailer consist merely of displaying goods at suitable place of his 
business or of informing prospective consumers that goods are 
offered for sale. But modern selling conditions in the market 
are becoming so complex and are at such a high heat that the 
selling'functions of a retailer now usually involves the process 
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t)f seeking out prospective consumers, informing them.about the 
availability of goods in the market for sale and inducing such 
prospective buyers to purchase. The last process of inducing 
to purchase makes it necessary to create demand for the goods 
in the market. Creating demand for goods involves market re¬ 
search, advertising, effective salesmanship and a wide variety of 
other sales efforts like sampling, grading, demonstration etc. 

This selling function of the retailers is very vital and of 
great social importance. This is a function of the retailer on the 
success or failure of which depends the success or failure of the' 
producer and the, distributor as well as the interest of the 
consumers. In other words, it is a function on the which the 
whole business aotivity hinges; selling is the basis of all commerce. 

From the foregoing discussion it would appear 
i iv) Buying the primary function of a retailer is to soil 
’ and he who sells best is the most successful retailer 
in the market. Everything that has been said about the retailer’s 
selling functions is true hut the retailer’s selling functions cannot 
be looked upon and treated as an isolated and independent pheno¬ 
menon. The retailer cannot perform his selling functions at all 
unless he buys goods to sell them. In order to sell he must buy. 
Selling and buying are co-relative terms; one depends upon the 
other, To sell best one must buy best; successful selling is 
dependent upon successful buying. The retailer, therefore, must 
first buy effectively in order to perform effective selling. This 
brings us to another function of a retailer—the function of buying— 
which appears to be more important than that of selling, for buying 
determines selling. This function of buying besides being impor¬ 
tant is very difficult also for the success or. failure of a retailer in 
selling depends in a considerable degree upon his performing this 
buying function with skill and judgement. Buying requires a 
greater knowledge, skill and tact than selling, for successful buying 
palls for a detailed knowledge and experience about the consu* 
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mers as well as the various sources of supply ; what to buy, where 
to buy, for whom to buy, when and at what price to buy are 
the important considerations, which a retailer must constantly 
make with considerable skill, tact, experience, wisdom and judge¬ 
ment and then only the retailer can perform his buying functions 
well for the mutual advantage of buyer, producers and himself. 

In order to sell the retailers have to bring down 

tionand 1 smmge tIie o 00cls from tlie wholesalers and store them at 
functions, their own place for sale to the consumers. If a re¬ 
tailer maintains an improved system of transporta¬ 
tion he oan well improve the increased variety of goods available 
for the consuming public. In certain cases the retailer has not 
only to bring down the goods from the wholesaler but has to effect 
deliveries of the goods purchased by the customers. But retailers 
generally effect local deliveries and for that even they have to 
maintain some short of a means of transport. If the retailer 
maintains efficient transport system for his goods and performs 
his function in this respect in an efficient manner his sales would 
naturally increase. 

What is more essential to retailing is the storage function. 
It is a necessary function of the retailer to hold and reserve goods 
from the time of their purchase from the wholesalers to the time 
of their sale to the consumers. All the goods that are purchased 
by the retailers are not. immediately sold out and it may also 
happen, as is quite usual, that goods purchased in one season 
may have to be sold in the next season. In order that goods 
already purchased may be held until demanded or until they oan be 
sold profitably it is necessary that the retailers must have storage 
arrangements. This storage function of the retailers is a great 
service to the consumers. But in spite of its great' importance 
the size of stock which it is necessary for the retailer to store is 
now smaller than what it was necessary before. The rapid and tre¬ 
mendous development of quick and cheap means of a network of 
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transport lias not merely altered the relative value of warehousing 
and storage space hut has promoted a commercial revolution in 
whole field of business organisation. There has been now no need for 
keeping a large stock of goods with the attendant necessity of large 
storage activities for goods can be secured at a short notice. In a 
word, it can be well said that modren methods of transport and 
communication have altered the method of retail trading. The re¬ 
tailers now greatly discount the necessity of large storage and ware¬ 
housing as was before and they have now been able to pass the 
functions of storage and warehousing back to the wholesalers and 
the manufacturers to a great extent. But though the retailers 
have been prone to discounting the necessity of a well maintained 
storage service it must be said that tlie value of storage for the 
retailers have remained the same as before clue to quite 
another kind of development. The great commercial development 
in the production of an increased variety of goods of the same 
class in recent days have made it necessary for the retailers to 
carry an increasingly diverse assortment of the same goods and 
commodities. Thus even though a small stock of each class of 
goods is enough for an adequate service to the consumers yet the 
retailers have to keep a large assortment of diverse varieties of 
the same class of goods and this has increased the value of storage 
and warehousing which the transport development had decreased. 
Between the transport development and commercial development 
the retailers remain at the same place, regarding storage, where he 
was before. 

Grading of the goods is generally done by the 
(vi) Grading manufacturers or the wholesalers. But there are 
function, man y ] { j nc | s 0 f g 00C [ g w ]iich the manufacturers and 

the wholesalers leave ungraded. Grading in such cases is perform¬ 
ed by retailers. It is in the interest of the retailers themselves 
that they should short out goods and grade them on a basis as 
appears to be useful to him. The retailers may, as for example, 
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grade the goods according to price or quality as may seem conveni¬ 
ent. Retail grocers and those retailing fruits and vegetables must 
sort out and grade the products in order to distinguish between the 
good, better and best classes of products. Even if the articles that 
reach the retailers are well graded it would be convenient for the 
retailers to re-grade them on the basis of selling points so that 
their sale may be effected with greatest ease and facility. In order 
to regrade the articles, therefore, it is necessary for the retailers 
to analyse the selling points of the articles they are selling. Such 
selling points for grading purposes may be usefulness, durability 
suitability for particular uses, uniqueness of design or colour, 
fashionable, social terms of sale (like guarantees, Hire purchase 
system etc.) etc. etc. Such a grading or re-grading of articles by 
the retailers should bring out the special points which the articles 
contain. This grading by the retailers not only facilitates easy 
sale of the goods to the consumers but lias its educative value.both 
for the retailers themselves, their salesmen as well as the consumers. 

It is the main part of the work of retailers to 
(vii) Risk taking t a fc e g 00( } s f rom the wholesalers, store them up at 
their places and finally deliver those goods to the 
consumers on sale. In other words, the retailers take title to the 
goods from the wholesalers and hold them until they are finally 
sold out. This is a process which involves risk. This is the 
risk of loss by fire, theft or deterioration so long the goods are 
held by the retailers. There is the further risk resulting from the 
vagaries of fashion of the present time. Just after they have 
purchased goods from the wholesalers and before they are sold 
out it may happen that the style may change, or taste may be 
altered and in that case the retailers will be left with unsaleable 
products. What is more, there is the further risk that the prices of 
the articles purchased may go down due to increased supply or 
reduced demand or changes in the purchasing power of money. 
These are risks which the retailers have to hear. There are certain 
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risks, like those of fire, accident etc., which can be shifted to 
the shoulders of those who specilise in risk-bearing (i. e, insu¬ 
rance companies) but there are many risks still left out which are 
irreducable and their brunt have got to be borne by the retailers 
themselves. It is, therefore, a cardinal function of the retailers 
that they be should able to face or bear those risks if they come 
actually. The retailer must have the courage, strength and a 
broad shoulder to bear them; a retailer who is most likely to 
suceum to the slightest injury of risk cannot perform his retailing 
functions at all. 

Last but not the least it is the function of re- 
( of1Ilecttg n tailers to § atller a nd interpret such facts or near- 

ing d marSng faCtS aS WOuld hel P them to understand and judge 
informations, what products are required and in what quantity, 
what prices would be favourable to consumers, what 
are the sources of best supply of goods, where to buy and when to 
buy, where to sell and by what means. These and many other 
marketing problems that the retailers have to solve in their daily 
business can be viewed and judged in their proper prospective 
only if the marketing informations relating to all these problems 
are suitably and scientifically collected and well interpreted. The 
successor failure of retailers greatly 'depends on the fact as to 
whether he is collecting valid and complete marketing information 
or is acting on a meagre and grossly inadequate informations— 
a mere “hunch” as it is called in American business language. To 
be successful in bringing about goods in the market for sale to 
consumers it is necessary for retailers to act on accurate, up-to- 
date adequate market news and it is their function to collect them 
in any manner that suits them, It is a function which if under esti¬ 
mated would land the retailers in hot water of the business market. 



Retailers’ 

obligation. 


The retail traders must give his customers the 
goods they demand and for this it may be necessary 
for them either to increase the scope of their business 
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or to change the nature of their business. The retailers should 
further display the goods they are selling so that the wholesaling 
activity should be an easy and pleasant matter for the customers 
to purchase anything that is attractive. They must treat thier 
customers with courtesy and attention. It is also obligatory in 
certain cases for the retailers to grant credit facilities to the re¬ 
gular customers and allow them to pay by easy instalments.' All 
these obligations of the retailers are general andean be covered 
by one simple business term “Service.” Retailers are nearest to 
the customers and their great task is not only to sell goods but to 
give service to the consumers. 

Manufacturing or Producing Business 

We have seen how trading business is generally confined to 
buying and selling activities, but most of the works in business is 
concerned with the production of goods that are bought and sold. 
Ifc is the work of the manufactures (or producers as may be called 
in the general sense 1 ) to produce goods and commodities and 
they therefore do more than merely buy and sell. Production is 
the creation of utilities and therefore production or manufacturing 
means not the actual making of materials hut altering and chan¬ 
ging their forms and positions. This process of changing the forms 
and positions of materials may be simple or complicated. When 
the form and position of sand is altered and used as concrete or 
mortar the process of production is simple but when sand is used 
for making glass, the changes that are made are intricate and 
require the highest productive ability, which may he called 
manufacturing, Manufacturing is the highest phase of producing 
and is the most complicated process that requires great skill and 
knowle dge. In comparison with the trading business manufactur- 

1. In the strict sense of the term production and manufacture are not. the 
same thing. There is a little difference between the two but put in the 
general way they are used to cover the same thing. 
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in. business is more varied in the sense that the former is confined 
only to buying and selling activities while the latter comprises 
within itself buying and selling besides producing. The 
manufacturing business, therefore, can be divided 
into two parts, the factory organisation and the trad¬ 
ing organisation. The factory organisation is engaged 
in producing or manufacturing goods and merchan¬ 
dise for the market and the trading organisation is 
concerned with the buying of raw materials required 

for production or manufacturing works and selling the goods that 

are thus manufactured. The factory organisation in a manufacturing 

business is not an essential part in all classes and kinds of manu¬ 
facturing business. The factory organisation is maintained by a 
manufacturer simply to produce goods and materials that the sales 

organisation is to sell out in the market, but if it were to the ad¬ 
vantage of the manufacturer to have the goods or materials in 
qenstion produced by outside factories he would never maintain a 
factory organisation of his own. In actual practices there are 
many businessmen well known as established manufactures, but 
who take no part whatsoever in manufacturing those articles. What 
these manufacturers do is that they place orders, with outside 
factories for the manufacture of articles they require and these 
outside factories work to the manufacturer’s specification and 
themselves take no part in the marketing of the articles they make. 

But those who are real manufacturers attach more emphasis to 
the factory organisation of their business than to the sales organi¬ 
sation. They, therefore, build up a specialized factory organisation 
equipped with costly machines and staffed with skilled workmen 
and technicians. 

Service Business 

Besides the Trading and the Manufacturing business there, is 
yet another kind of business whose primary function is of the 
nature of rendering services to the commercial people. Banks and 


Two sides of 
manufacturing 
business : 
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insurance houses are the very obvious examples of organisations 
rendering various kinds of services to the commercial world. It is 
an accepted fact that without these services and functions of the 
banking and insurance institutions the business world would 
have been poorer and smaller and there could not have been 
any expansion and development of business as we find to-day, 
Everywhere in the world the expansion and development of trade 
and industry, of business as a whole, has depended upon the 
development and expansion of banking and insurance and their 
active support. It is, however, not within the possible scope of 
the present work to treat the service business in greater detail 
besides mentioning it as a separate kind of business, 



CHAPTER III 

LARGE SCALE RETAILING 

‘Retailing’ is a term commonly used in the business market 
which generally sounds like small deals and is commonly also 
understood like that; retail trade, therefore, seems to convey to our 
mind a trade managed and conducted with consumers 
- or customers on a very small scale, The fact, however, is that the 
retail business includes business units managed on very different 

lines _^ may be a small shop with one window and only oneooun- 

ter behind which the sole proprietor serves and deals or a large 
store with rows of windows and numerous departments under a 
large number of managers, probably conducted and managed on a 
joint stock company type of proprietorship. Between these two 
extremes of the smallest and the largest there are also many 
others differing in the degrees of size and method of management. 

Small retails have been dealt with in an earlier chapter in its 
various aspects but retail business when conducted on an exten¬ 
sive scale shows some peculiarities and deserve special treatment. 

“Massive retail trade is commonly associated with eager 
forms of competition. But some of its methods were pioneered by 
workmens’ Co-operative societies in which the spirit 
The Sprit of 0 f brotherhood strengthend the policy of economy” 1 
Retailfng 10 As a business development large-scale retailing 

was pioneered by the system of Co-operetive 
trading whose founder was Owen. Co-operative trading has had 
rich social ideals and it, as such, logically follows that large 
scale retailing, with Co-operetive trading being its 
forerunner, is a method of marketing aimed at increasing 
the well-being of the customers. Soon after Owen took, the 

1. Marshall—Industry and Trade. 
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(initiative in this direction some Rockdale weavers felt that the 
most wasteful business of the country was that of marketing goods 
to the working class and, therefore, as a social faith in the market¬ 
ing business they decided to‘club to-gether small sums’ to bring 

the business of retailing goods. Their principle was to charge the 
•average retail prices of a working-class district, pay interest on 
■capital of the subscribers and divide the surplus among the 
members m proportion to their purchases. Their method was a 
■clever business device for the reduction of retail prices to a reason- 
•ably low level in the marketing of goods. 

By this passionate enthusiasm and ethical incitement in the 
■business of marketing goods this ‘Rockdale’ marketing method 
gathered force, momentum, men and good business. Shortly after 
the foundation of the English Co-operetive wholesale society, 
some time in 1766, some members of the British Civil Service and 
the British Army and Navy started retail stores for the supply of 
-articles to members. These Co-operative stores in England soon, 
turned into effect “Universal Providers” or ‘Departmental stores’, 
-worked by joint stock companies, deriving a moderate profit on 
their sales. The English Co-operative method 
Origin.— and experience had, however, great influence 
on the alert and prosperous Paris businessmen 
.and perhaps -prompted and spurred the founders of the “Bon 
Marche” and the “Louvre” the two unpretending businesses, to 
■develop and orgnise them into what later came to be widely known 
as the “Grand Magasins”-—really a great departmental store of 
;greab repute and organisation. “France is thus the original home 
•of Departmental Stores, and they have prospered in Britain, 
Germany and other countries. But their method and their poten- 
•tiaUties are congruous with American character and condition, 
both economic and geographical, and their most notable develop¬ 
ments belong to the New rather than the old world.” 


1 Marshall—Trade & Industry, 
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Departmental stores are now one of the most interesting- 
developments of retail selling in big cities. A departmental store 
which is, as a matter of fact, a group of speciality stores under one- 
roof and managed hy a single firm is the retailing centre of the 
community. A departmental store which is generally supposed to 
be a single store is not exactly that; it is not one store rather many 
stores, each divided into separate departments, each department 
carrying many lines of goods and merchandise, accounting its own, 
profit and loss. This separation of the stores into departments is- 
the origin of the name ‘departmental store’. A departmental store 

is, therefore, a collection of shops of many kinds-all housed in a 

single range of premises under the same proprietorship. The* 
varieties of merchandise carried in these stores is a distingushing 
feature and the stock of goods are generally larger that can be- 
seen in many of the small shops keeping the kind of commodity.. 
These departmental stores, therefore, offer emense variety in 

the kinds of goods they sell and a large variety to choose from in 

each kind of goods available in the stores, 


Locational 

importance 


Irom the nature of its business and transac- • 
tions the location of a departmental store is 
very vital. It must be so located that crowds, 


very necessary for its sucoess and development, can reach 
and step into it very easily. It is, therefore, ideally and most suita¬ 
bly situated if it is located on the main thoroughfares or at busy 
street crossings. A business man’s decision in favour of the 


development of a departmental store practically amounts to his - 
putting all his eggs in one basket for he is risking the whole of his 
means upon the continued prosperity of a particular geographical 
site and he must, therefore, fully assess and weigh its possibilities - 
as a shopping centre before locating his departmental store. 
Such stores must also present a good appearance sufficiently 
attractive to catch easy attention of the large number of people- 
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ipassing by. “A customer enterning an ordinary shop is expected 
to have a difinite purchase in view; but in the big store he, or she, 
• can pass from department to deparment without importuned to 
buy. That freedom permits of shoppers being attracted by goods 
they did not go to look for, and of their frequently taking house 
.articles they had not intended to purchase. 

Departmental stores are now so developed that 
Jypes of they have grown up oil different lines and can as 
such be classified according to types. The elements 
(by which departmental stores are distinguished are generally price, 
quality, fashion, service and the character of clientale. Some of 
■the departmental stores are known for the price and they 
develop a successful business on price appeal alone and the adver¬ 
tising of such stores do not display or disclose the merchandise 
-and their individuality and quality hut they merely stress and 

■ emphasise the price, the bargain, the savings etc. Next come 
: some stores which are not conscious about the price of their goods 
but always insist on a certain standards of quality for the goods 
they deal in. There are, however, some stores which are fashion* 

■ conscious and very alert than others in sensing the trend in consu¬ 
mers’ fashion behaviour. They, therefore, quickly adopt them¬ 
selves to fashion changes. As another type there are stores 
marked and known for customer service. In some of the best 

■ developed contries there are stores reputed for a variety of their 
service arrangements and systems for their customers as measures 
of convenience for their clients. Goods delivery systems, credit 
departments, travel facility sections are the distingushing features 
• of many such service stores. There are some such departmental 
stores which in a bid to pride themselves on customer service 
lines have special arrangements for occasional and cremonial free 
gifts wrappings and recreation ticket reservations for their 
customers. 


1. William Campbell-Wholesale and Retail Trade. 
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The nature and character of the clientele is also a very impor¬ 
tant element in the classification of departmental stores. Stores-, 
are also commonly classified according to the income group' 
which they serve, There are stores which generally caters to the- 
needs of high income groups having enough of money and, there¬ 
fore, keep in their stock only high priced goods. Sharp in contrast 
to such stores there are at the other end stores which deal -with, 
consumers of small income and who, therefore, count their penies. 
Then there are stores in between these two. In well developed coun¬ 
tries it is only very rarely that stores serve more than two adjacent ■ 
income groups; there are in fact very few successful stores which- 
deals in at once the high, medium and low priced goods. 

Speaking generally and keeping in mind the classifications of 
stores, on the different lines, it may be said that, whatever their 
types, there are promotion stores, prestige stores, and stores in* _ 
between adopting various names or no name at all. 

There are generally four divisions—mercha- 
Organization ndise, publicity, control and store management— 
around which the activities of departmental stores 

are organised. 

The function of tlie merchandise division is to buy and sell at 
a profit and in order to buy and sell well the merchandise division* 
has to know and assess market conditions, develop its buying 
and selling resources, develop new selling lines and methods- 
and manage them. Stores generally do not depend 
Merchandisa £ or ^ jjnlk supply of their goods on wholesale- 
Division:- warehouses except for things they cannot handle' 

in large enough hulk to buy direct from manufacturers, Many 
big stores are bigger than many wholesale intermediary 
houses and, therefore, they- do not, as they should not',, 
keep to the old and ordinarily usual course of supply—from the 
manufacturers through the wholesale houses to the retail organi¬ 
sations. Besides, as a measure of economy, they find it always- 
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advantageous to have supplies direct from manufacturers who 
quite readily agree to supply. 

A successful store gives the greatest attention and thought to 
the merchandise division with a view to continually broadening its 
horizons with such new lines of merchandise as can attract custo¬ 
mers. A departmental store’s merchandising division in order to 
be quite successfully profitable has to inculcate and cultivate what 
is technically known as the ‘creative merchandising’, 
mercliandising merc h an dismg division is creative when 
the store management discovers with originality, 
exactness and imagination which way consumers choice is 
swinging. In other words, it must have a sales and buying 
plan which can steer the customers along the pathway of 
better buying. The diffrent price lines, sizes, colours, choice, 
popular likes etc. etc. have to he analysed. There are certain 

departmental conditions-the volume trend, the fashion trend, 

consumers demand, stock on hand etc.—-which have to be cons¬ 
tantly and carefully watched and observed. This careful observation 
of departmental conditions is known as the system of unit control. 

Unit control is the method by which creative or 
control downstream merchandising is accomplished. It is 

simply a way of finding out and using the indexes 
of customer—demand which are already available in the sales 
records of the store 1 There can be various devices for unit control 

-and there are many in use—hut the simplest one is a separate 

card for each type of merchandise. Supply-source information, 
quality, price etc. are recorded on the card and an inventory 
card is also maintained by listing the goods on hand, further 
purchases, returns from customers and the amount of sales. 

Another important matter which the very 
Price lining successful departmental stores keep in view for a 
profitable merchandising is what is known as 

1. D, T. Donald-A hand book of Business Administrative. 


Unit 

control 
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price lining. A store may offer many prices in any line of 
merchandise but the largest volume of sale would generally 
veer around four or five prices e. g. a store may offer an article, 
of varying quality and colour, with a long range of prices 
beginning at Rs. 10 and growing by Rs. 5 intervals to Rs. 50/• It 
would thus have nine prices but most sale would be done at say 
Rs. 10/-, Rs. 15/- Rs. 25/- and Rs. 30/- and the rest of the 
merchandise would mostly stay on the departmental stock 
racks. It is, therefore, always necessary for successful stores to 
follow-up and develop such popular price lines for their merchan¬ 
dise around which sales cluster. 

Publicity division is generaly another important section in a 
departmental store whose price object is to specialise and develope 
all forms of store advertising, There are two sets 
Division^ — f° rces continually influencing the sale merchan¬ 
dise in a store; the extrenal force of advertising 
and the internal force of good salesmanship at the counter. The one 
works upon the customers while they are outside the stores and the 
other when the customers come in the stores. Advertising function 
is, as such, very closely allied with merchandising and means and 
includes newspaper advertising, window display and public 
relations. But whatever and what many forms advertising may 
take the whole idea and purpose of ad vertising is to create an 
interest in the merchandise so that the customers may have an urge 
to walk to the stores. There must, however, be a proper ratio of 
advertising expense to sales. 

The third important section ir a depart- 

Controi mental store is the control division which 
Division 

includes all accounting and financial operations. 
It has to look to the receipts and disbursement of money and 
the supervision of credit, collections and audit. 

I The store management section is more or less charged with 
the work of superintending the general affairs of the store and in 
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that respect its functions are most diversified than those of the 
other three. The over-all responsibility and task of this division 
is to co-ordinate and press into perfection the customer-service 
and, therefore, it has to look into and guide the performance of 
,every one contributing to the nature and quality of this service. 
'.This section has, as such, to endeavour for the efficiency of all 
'the employees and has also to raise their morale. In short, it has 
to he sure about the successful operation of the various sections 
having a bearing on the nature, character and quality of the 
customers-service in the departmental store. The 
Stores function of this section, therefore, touches a wide 

;DiViE- nt range of diverse performances in the store from 
receiving, checking, delivery, customers-service, 
supply purchase to general superintendence and personnel activities, 
lit, therefore, requires an executive of greater ability and wisdom 
than is often realised. (< The successful store manager is a well- 
•rounded individual. He has the buying instinct of a merchant 

:&nd the prudence of a controller.. — with an engineering sense 

„of exactness he determines the right and wrong of the store’s 
•physical appearence, and prevents store system from becoming 
-complicated and ineffectual He sees the store objectively as a 
■customer and subjectively as an operating executive.” In short 
■.the store manager has to be a well-rounded executive. 

The organizational aspect of departmental stores may be 
summed up by a few broad remarks which though are of a general 
nature reveal some of their inherent and characteristic features, 
large departmental stores are open from end to end of every floor 
for the customers to walk through and see the goods displayed. 
It must, however, be said that large departmental stores are so 
extensive with so many varying departments that for a stranger 
or a new customer it is almost a common difficulty to find the 
part of the store where the articles be wants can be found. 

l.Donold-A hand book of Business Administrative. 
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Ready money is generally the rule in the departmental store 1 
and there are two methods for payments. In some stores each 
counter or a group of counters taken together are provided with a. 
“cash register”—a multiple till and mechanical record of receipt 
operated by a cashier or an assistant. The customers bills for 
the purchases are prepared by the salesman which is forwarded 
on to the cashier along with the money taken by the salesman. 
The receipts along with any change, due back to the customers, 
is then handed back by the salesman. Some large store, however, 
use a system of carriers, payment being transmitted, on overhead, 
wires or through pneumatic tube, to a cash desk located in a part 
of the store : and the bill comes back the same way along with 
the change, if any, that is duo to the customers. As goods are 
sold in the store they are attractively wrapped for the customers 
to carry or properly packed for delivery to the customer’s place of 
address. In large stores there is generally a central wrapping or 
packing room which serves the whole store in suitably preparing 
the goods purchased by customers for delivery. Prepacldng or 
factory packed goods fully ready for delivery to the purchasing 
customers is a recent development in departmental stores. There are- 
certaingoods which lend themselves to this arragement. This method 
eliminates dual packing—one at the factory and the other at the 
store—and therefore cuts down the receiving or marking room 
cost and quickens delivery to customers. In such cases of packing, 
only samples are shown to the intending customers on the selling 
floors at the time of their sale. 

Usually customers take their purchases away 
DcHvery when the parcel of goods can be easily carried. 

But there are goods which have to he sent 
home and in that case free delivery service is generally 
expected of a well organized departmental store. In large, well 
established stores, therefore, there is generally a delivery organi¬ 
zation which operates for a radius of 20 to 30 miles from th& 
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store. On certain busy routes with thick client ale a regular- 
delivery service is maintained, the more important areas bemg 
served daily, other a little less frequently. Stores like Harrods, 
Selfridges, Whiteleys of London have a well organized delivery 
van system. In some country, particularly America, there are 
also organizations for co-operative and consolidated delivery 
systems which deliver goods to. customers for a group of depart¬ 
mental stores, Under the co-operative delivery system two or more- 
stores <operate a .delivery system in order to eliminate duplication 
of delivery costs. Consolidated delivery system are on the other 
hand independent organization ( not ordered or operated by the 
departmental stores) which undertake making deliveries of goods- 
to customers under a system of contracts with different depart¬ 
mental stores. The United Parcel Service of America is an out¬ 
standing example. 

Departmental stores are really one of the most interesting , 
departments in the marketing field both for the consuming public 
as well as the manufacturers. “To consumers it furnishes a place- 
where most of the commodities they need can be purchased 
without the necessity of shopping from store to store. To manu¬ 
facturers, the department store furnishes a large market for the 
disposition of their output.” 1 

Departmental stores engage in the retailing business on a 
large scale, they purchase on a large-scale, sell on a large-scale,, 
manage on a large-scale, advertise and display on a large-scale. 
Their ability, therefore, to utilize large-scale methods of operations 
is their greatest strength. But at the same time these large-scale 
methods of operations in several sides of retail business, however, 
present problems of control and co-ordination and the chief 
weakness of departmental stores lies in the difficulty of acquiring 
efficient sales assistants and managers capable of exercising proper 
co-ordination, control and costomer-service. For their success,. 

, 1. Bye & Hewett-Applied Economics. 
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depart—mental informations, is able to provide the various depar¬ 
tments with informations and indications about them, in such, 
ways and such forms that'they can use them quickly in deter¬ 
mining or mending their positions to add up to their best results. 

Multiple Shop System:— 

The growth of population and the development of urban 
centres and the enlargment of the local markets resulted in a 
quite another trend towards specialisation in retailing. This 
trend towards specialised retailing led logically to the Multiple 
Shop system 'of retailing organizations to secure the economies of a 
larger scale operations. This new feature of retail 
Growth:- trade started almost simultaneously in Great 
Britain (where the development is known as- 
the multiple shop system) and the United States of America (where 
it is termed a chain store ) A multiple-shop or chain store orga- 
zation is a group of retail outlets centrally owned and managed, 
Every successful trader, some day or the other in his business- 
career, has to choose between the two alternatives before him— • 
whether he shall engage and occupy the adjacent premises when it 
falls vacant and extend his shop into a store and ultimatly 
to a departmental store, or whether he would continue to sell a 
limited range of merchandise and shall, therefore, concentrate upon: 
taking smaller premises in equally good and promising shopping 
centre and ultimately build up and establish a chain of multiple 
shops. Multiple shops or chain stores are, therefore, another 
development like the departmental stores, in large scale retailings, 
although the two systems are organised on two different lines with 
differing prospects and future for the trades who engage in them. 
A business man when wanting to develop his retail business decides- 
in favour of his business organization developing into a large store 
risks the whole of his success on the continued prosperity of a 
geographical site, While the one who wants a chain of multiple 
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shops he may find a number of them to be very successful and it 
■does not matter if there be a few failures too. It is, as such, quite 
•easy for him to cut his losses by closing the unsuccessful shops 
■and opening the new centres. “The small shop-keeper generally 
'benefits by the drawing power of the departmental store when 
new shopping centres are created, whereas the multiple shop is 
the one that like an octopus gathers within its many tentacles 
the most favourable sites for small business which might other¬ 
wise be taken by the small retailers.” 

Although it is an accepted fact in business 
Multiple shops development that departmental stores have, for some 

'Departmental tiu3e P asfc < ra P idl Y extended its popularity among 
■Stores the retail consumers it is equally true that multiple 

shop business has invaded one trade after another 
till now we find it in sweets, teashops, dairy produce, meat, fish, 
provisions, tobacco, drugs, shoes and boots, cloths of many 
kinds, jwellery and books. Coal is commonly supplied by 
distributing concerns with depots spread over many places 
;and even the .personal service like hairdressing has not been able 
to escape its influence and is developing on by multiple-branch 
concerns. It is thus obvious that the two different developments, 
of departmental stores and multiple shops, on two different lines, 
in the large scale retailing business are more on less a case 
of mutual competition, one with the other, in the retailing field. 
Conscious of the growing influence of the multiple shops in the 
retail market the departmental stores, in their efforts to meet 
the challenge of the multiple shops, are initiating new and increas¬ 
ing ways of providing what is known as the customers-service. 
Departmental stores now, therefore, endeavour to : run their 
delivery service a greater distance from the centre, so as to serve 
the growing areas. There may be many who may not be ready to 
believe that a large store situated in the centre of London should 

1. W. Grierson—20th century Business Praotice, Vol. 4 
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be able to deliver by motor, or rail, free to a customer living thirty 
to forty miles away and sell as cheaply as the multiple shop. The 
departmental stores also now offer the facilities of credit, of mail¬ 
order business, the cash being sent with the order, and a variety 
of service for which no charge is made because of which the local 
customers are still tempted to trade with them, to the definite 
detrimeat of the local multiple shops. This is, however, “a keen 
healthy competition which keeps each party concerned to 
concert pitch and compels prices to be cut to rock bottom, which 

is to the distinct advantage of the consumer.”' 

During the last two decades or so there have 
Factors. been a number of social and economic factors, both 
g^wth^of the e xfcern al and internal, which have cumulatively 
multiple shops: influenced the growth of the multiple-shop or 
chain store organizations, in the retail market. The 
(i) growth of population, (ii) growing standerd of living among 
the cousumers; (iii) the increasing tendancy towards thriftiness 
■and the necessity of emphasis on economy in purchases (iv) the 
gradual decline of personal relationship as a trading factor and 
(v) the growing counsciousness, both among the 
External s traders as well as the consumers, towards the 
superfluous marketing expenses, practices and even 
personalities (the middlemen), 

These external condition favouring the growth of multiple 
shops or chain stores are further augumented and accelerated by 
' some of the advantegeous conditions enamating 

Internal: from and operating within the management and 

organization of such a retailing sytem (i) Greater 
financial strength and the corresponding power in buying (fi) better 
management skill and opportunity ‘mainly due to specialization 
and the technique of large concern (ii) integration and co-ordi¬ 
nation of the wholesaling and retailing functions and also of 

1. W.Grierson—20th Century Business Practice [ Vol. 4 ) 





56 business organisation reconstructed- 

production (in most w.) and the resulting economy and lowering 
, f /: v \ w ider distribution of risks into different, 
f”™ ° , bilitT t0 aecute hotter au(l quick Btock-tnm than 

Ottersand(vi) theuseof organized advertising mediasnre some- 
:flo internal advantages which are added up to the 

external factors. 

Management efficiency and choice of manage- 
Efficiency ment policies are the real basis of their success, 
conditions:- s } lop8 or chain stores are evidently more 

intelligently managed than most indipendente. Buying methods, 

merchandising policies, selection of merchandise, stores sateotion 
nnd location, demand adaptibility-tliese are some of the Afferent, 
directions in which multiple shops have ezelled mdependent. 

retailors in the market. These retailing orgr,.rations arc often 

seen to have simple lines of retailing goods, reduced stocks,, 
increased stock-turn rates and have eliminated service Mis, 

If some of the factors, on wliioh the efficiency or success of 
multiple shops depend, are analysed and screened it will appear 
that a would-be multiple shop proprietor must study and form 
decisions on some of the following initial questions which are 
more or less prerequisite of their success. 


In the first place a few specialised lines of merchandise must 

be the basis of business operation. The whole success of multiple 
shop business depends upon selling largo quantities of a few lines 
which are standardized. Secondly, the location of each branch - 
must always bo fully analysed before it is established. Multiple 
shops should concentrate on volume locations and 
Volume ^ must,as such, be made sure before a branch is 

l0 °&° n established that the surrounding population is 

standard likely to ^ interested in that business. Related 
with the location question are some ancillory 
matters which have also to be attended to. It is necessary in a 
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multiple shop or chain store to standardise its frontage so that the 
frontage of its various branches must essentially appear to be 
the same. It may be said, as an illustration, that it is very easy to 
recognize the Bata shops almost atonce and from a distance 
due to the familiar standardised frontage. Similarly, it is also 
necessary to standardise method of display, using the same or 
similar posters, placards, other advertising medias and aiso similar 
fixtures in the shop itself throughout all its branches. The 
frontage, the window display, the internal fixtutes and fittings are 
therefore, part of the same one entire plan of such a type of 
retail organization. 

It is the goods that always count in all of kinds trade and it 
naturally follows that the merchandising policy of 
Merchandising multiple shop business, as in all other kinds, is by 
far the most important. Most delightfully designed 
and decorated and most suitably situated multiple shops or chain 
stores can go into failures if its goods do not command popularity 
among the customers. Their success, therefore, depends only j n 
the ultimate value of its, merchandise, A merchandising policy 
though important for all kinds of—retail organization, whether an 
independent store or a departmental stores, is singularly vital and 
peculiar for the multiple shop organization. Ah independent 
shopkeeper besides selling goods to a customer is also in a position 
to render a personal service, the departmental store is supposed to 
render a community service but multiple shops or chain stores all 
the time depend upon standardised products. In order, therefore, 
to succeed it must always be the first object of a multiple shop to 
get goods of the best quality at the most reasonable price and 
in such sufficient quantity as to guarantee adequate stocks to all 
branches. Some of the big multiple-shop organizations generally 
manufacture for themselves in their own factories and are, therefore, 
retailers of their own products; some on the other hand, however, 
contract with some manufactures to make to their own require- 
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meats and buy the whole of its output But even in eases where 
the multiple shop is not itself the manufacturer of the 
goods it retails and purchases it from some other manufacturer 
is more advantegeously placed in buying than either the individual 
independent retailer or even the departmental store because it 
buys at headquarters for all its branches. It, therefore, buys a 
much, greater quantity than either of them can and conse¬ 
quently buys cheaper. .If, however, the multiple-shop organization 
also manufactures its own merchandise it reaps the double advan¬ 
tage of being able to make both the manufacturing as well as the 
retailing profits and at the same time sells at a lower price than 
both the independent retailer and the departmental store. 

The conduct of multiple-shop business is of 

administration a s P eci ' a ^ nature, not usually found in the ordinary 
and general retailing by independent retailers or 
even departmental stores and its administration, as much, 
presentes a problem peculiar to itself. As is evident 
from the nature of business of a multiple shop organization, 
while the actual operation of distribution and selling take 
place over widely scatterd areas, at the places where its branches 
are located, the seat of real control, check-and balance, is located at 
some central point from where and at which the administration 
is in continuous, constant and close touch with each one of the 
branches. Firstly, in a multiple-shop business, of 

Delegated an „ . s | n g{ 0 -h an ded administration is rather 
authority J ’ 0 

not administratively feasible and, therefore, deli¬ 
gation of authority in each section of the business and more par¬ 
ticularly in the control of branches is essentially desirable. Each 
branch has to be under the control of a competent manager. He 
represents, in fact, the single shop trader and is responsible for 
the proper conduct of the shop except that he is not the owner; 
does not control his selling prices nor does he select the goods and 
is responsible for all his actions to those in higher authority at the 
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multiple shop management. His immediate superior is the Branch 
Inspector, usually a man having previously worked as a successful 
branch manager and having intimate knowledge of the market, 
the goods and the consumers’ demands and whose duty is to excer- 
cise an overall supervision and guidance on the branches working 
in his geographical group area. He inspects and examines the 
accounts and cash, supervises the marking of the goods, their 
display and theirs stocks. The Branch Inspector submits his 
reports to his superior officer in the Head Office to whom he 
also supplies informations like market condition, market competi¬ 
tions, new lines of goods wanted in the market and also matters 
about improvements and economies. Frequent meetings and con¬ 
ferences of these Branch Inspectors with- chief of the Supply 
Department and other heads of departments for the exchange of 
mutual views, discussion about their respective problems are of 
very great value not only for improvements but also for remedying 
faulty and defective methods. 


Supply 
organization : 


Since each branch is dependent on the head 
office for its supply of goods a proper organization 
of the Supply Department is of great 


importance whether the goods are purchased from some other 


manufacturer or they are manufactured by the multiple-shop 


organization itself. Manufacturing is, however, at the present 
time a very important development of the multiple-shop business 
provided the muitiple-shop organization is large enough. A multi¬ 
ple-shop organization having its own manufacturing is able to 
control the whole business process right from the beginning to the 
end. By controlling the complete process of supply and distribu¬ 
tion right from the handling of raw-materials to the delivery of 
goods to the customers on the shop counter it can be able to give 
up some of the various profit-elements which generally arise in the 
different stages of manufacturing, merchandising and retailing 
and still by effecting a substantial reduction of selling prices in this 
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way, retain a handsome profit by increasing their sales. When 
the multiple-shop organization is large-enough, it is always nece¬ 
ssary to have distribution centres or even additional factories, in 

various parts of the business areas, each supplying its own 
geographical area. 

In multiple-shop organization, with a large number of 
widely distributed branches, an efficient Transport Department 
is very desirable. Comparative picture of rail and road transport 
centres of distribution, maintenance of a fleet of vehicles and 
their economical management, loaded vehicles on both outward 
and return journeys, prompt and regular delivery, low transport 
cost etc. are some of the various factors contributing to the success 
of the multiple-shop business. 

Comparison of results not merely with the 
Aooounta past periods but with similar branches during the 

st.ti.nt. same period is of considerable value and a suitable 

and well-applied system of account is very helpful 
to such a business. Construction of these comparative accounts 
and statements must be simple and unnecessary complexities 
must be avoided. The object of such an accounting system must 
only be such presentation of the vital figures as can dearly 
convey their correct message to the commercial man in the 
organization who may not necessarily be an expert in figures. 
In a multiple-shop organization the proper system of accounting 
is to show the selling profits in the accounts of the individual 
branches during the selling and not in the factory or head office 
accounts although the head office or the factory may be entitled 
to make their charges for their services to the branches. A multiple- 
shop accounting not showing the selling profit at each individual 
branch is an imperfect guide. Each branch shop should, as such, 
be charged with the net delivered cost of goods supplied to it 
with proper surcharge or ‘oncost’ of Head Office expenses after 
allowing the factory a reasonable manufacturing profit on its 
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productions. Each brahch is thus to be treated like that of an 
individual, independent shop-trader except that it gets 
the benefit of organized and prudent supply of goods and econo- 
mics in distribution. 

Control of stocks at each branch is important 
Stock control : and the best policy in this is to fix both the 
maximum and the minimum quantity of the 

important lines of goods to be stocked in each branch--the maxi- 

mum being such as to prevent any unnecessary stocking which can 
well be used elsewhere and the minimum to be such as can meet 
the requirements in the event of some unforeseen delivery delay 
Stock sheets are always maintained in each branch and it is a good 
system to show old stocks separately on the stock-sheet with a 
remark indicating their stock-age in that branch. Such a method 
can help to prevent undue accumulation, 

Eor convenience of control and watchful eye 
anE^ 0 ab ° Ut 6ach branch il} is alwa ? s necessary to assess 

branches, the comparative position of each branch. The 

business result or position of each branch should be 
maintained and recorded in a Branch Ledger maintained at the 
Head office separately for each branch. The results thus shown by 
these Branch Ledgers should be summarised in respect of all 
branches by the use of a similar columnar record, showing the 
results of each branch, for a specified period, including the percen¬ 
tage rates of gross profit, average expenses etc. etc. Such a 
summarised tabular statement showing the position of each branch 
is useful in having a bird’s-eye view of the whole multiple-shop 
business and in picking up quickly, firmly and with accuracy 
the weak spots of the multiple-shop organization. 

The control of stocks, the expenses and the profits a teach 
branch is thus, as it should be, exercised by the Head office 
through a medium of a daily roport which is sent everyday by 
the branch manager. 
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Opposition to the Multiple-Shop System 

The Multiple-shop orgnization, or a chain store, is the retail¬ 
ing method which atonce eliminates the wholesaler-middlemen and 
the independent retailers and in most cases the general manufac¬ 
turers too from the trading business. These independent retailers, 
wholesalers and certain classes of manufacturers are, therefore, 
the three affected parties who call such a system of large-scale 
retailing as the ‘Retailing Menace’. They have, therefore, either 
individually or in collaboration with each other always tried to 
combat the Multiple-shops by countless devices and slogans. With 
considerable ingenuity, and naivete, too, they have advanced 
arguments about local patriotism in business to make out a ease 
against the multiple-shops which they characterise as anti-social 
in business effects. It is, therefore, said that “chain stores serve 
to weaken a town 1 because they draw money out, whereas the 
independent retailer speds his profits at home, The chain manager 
fails to participate in local civic and charitable enterprises, 
I while the independent dealer contributes to these projects and 
I handles the town’s credit business and is otherwise a part of its 
"" existence. With a clear understanding of the situation once in their 
minds, no business men or labourers or farmers should spend one 
penny in the chain stores of their towns..”J 

It must, howevr, be said that the argument advanced is 
absurd and, therefore, useless and is merely typical of the capita¬ 
list trading class trying to strike a good margin of profit by 
merely acting as business intermediaries. It is, therefore, a 
paradox of the stale business world that these useless trading 
intermediaries or middlemen who do no concrete work and are 
as such themselves a burden on the consuming class call any 
attempt at their elimination, which actually has the happy effect 
of reducing prices, as anti-social. It is because of the hollowness 

I, From an address delivered before the American Retailers Association. 
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off the argument against multiple-shops that multiple-shops or 
chains instead of deeling in popularity have made tramendous 
progress during the last few years and have won immense 
popularity among the consuming public. The only way for the 
independent retailers or manufacturers of meeting multiple-shop 
competition is to find some useful way of rendering comparable 
services to the consumers at comparable prices. Multiple-shops, or 
chain stores, have succeeded because they have cut down costs, 
reduced price and rendered good services to the consumers and, 
therefore, those who want to meet their ohailange and fight 
them should provide the same benefits to the consumers class 
and should have the method of fighting-fire with fire, 

Effects of multiple-shops or chains on the Distribution System:— 

The growing application of the multiple-shop or chain store 
business to the retail distribution has had more far-reaching effects 
than any other single development in the marketing field. To the 
independent retailers, wholesalers and most classes of manufactures 
it has created a deadly problem about their very existence in the 
distributive market. It has revolutionised the old 
Marketing methods of marketing and has forced the adoption 
completely new ones i R has caused the elimination of many 
revolutionised agencies in the market as superfluous and has forced 
those who want to stay on to do their best to 
reduce costs and prices. Whatever may be said against this 
multiple-shop system of retailing by interested agencies but the 
hard fact in business remains that the growth of such a system of 
large-scale retailing has definitely brought about a more compact, 
highly integrated, better organized and an economical and efficient 
system of distribution than what the business world has seen before. 

As is in the market now, the multiple shops 

Independent have caused and ultimately resulted in the 
retailers 

affected:- elimination of small independent retailers. It has, 
therefore, reduced the percentage of the totaj 
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Volume of retail trade in the hands of independent retailers. 

It can safely be said that the growth of co-operatve associa- 
tious are more or less the results or multiple shop competition in 
the market. The multiple-shop system is responsible for the 
formation of these co-operative associations and syndicate in 
retailing which are more or less devices adopted to strengthen the 
position of independent retail dealers to meet the onslaught of 
multiple-shops. 

The wholesalers have been the worst-sufferers 

Wholesalers a {, the hands of the multiple shops. These multiple- 
worst sufferers 

shop organizations have demonstrated very 
effectively the superfluity of the wholesalers as mere intermediary 
agencies between the manufacturers and the retailers. With the 
development of multiple-shop business a large number of whole¬ 
salers have, as such, been forced to go out of business and 
have been completely wiped out; and those who still survive are 
struggling hard to maintain themselves and find the volume 
of their business greatly reduced. In many cases the wholesalers 
finding it difficult survive have either consolidated with one 
another by mergers or have combined retail outlets with themselves. 

The manufacturers are another elements in the distributive 

system who have also been adversely affected by multiple shop 

development. The tendeney of the multiple shop 

Problem to or c i ia j Q stores, to have their own manufacturing 
maou.acturers _ 6 

has created a serious problem of survival for them. 

Boot and shoe chains or multiple shops have generally their 

own factories; in the drug field they are mostly doing their own 

manufacturing, the grocery chains often operate their own ' 

bakeries and bottled articles. It is actually the effect of the 

multiple shops or chains that there is now a growing realization 

among the manufacturers to take to direct marketing as measures 

of more effective control of marketing. In many cases they have 

also been forced to form co-operative organizations to fight the 



OPPOSITION TO THE MURTIPEE-SHOP SYSTEM 65 

moltiple-shop option. Whatever may be. tat* is evidentIy 
cear that multiple-shop organizations have forced the manu. 
tacturers to take very active interest and parts in the wholesalinB 
and retailing of their products. 

The Future 

The consumers class is everyday becoming conscious of the 
price-loading trade practices due to the existance of business 
intermediaries or middlemen whom they largely characterise as 
superfluous. They are, therefore, interested in direct marketing 
methods which can provide relief by way of lower costs and 
consequently lower prices. The multiple-shop system is, as such, 
likely to gain greater consumers’ enthusiasm and support. If, 
therefore, one ventures to make some forecasts about 
popularity retail distributive business one must say that this 

expected multiple shop, or chain store, form of retail trading 

will increase rapid ely in the future and will pose and 
present sharper threats to the existence of small shop-keepers. It is 
expected to make good progress even in those lines in which this 
type of retailing has not so far assumed any importance. Extended 
control of the manufacturing pn cess and of brands by multiple-shop 
organizations will be greatly witnessed in the distributive system. 
The distributive system in its own turn, because of these develop¬ 
ments, is expected in coming years to become more highly integrat¬ 
ed than what has been before. It must however be said that it is not 
likely that the independently owned small retail organizations will 
completely disappear but they will have to change their pattern 
of trade; they may in future have to link themselves together 
in chains in order to standardise their buying and selling methods 
which they can, of course, do without lessening their individuality. 

The distributive retail trade is thus becoming a fascinating 
field of study and research for those interested in the social and 
business economy, 
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Middlemen in marketing : their elimination. 

Tlie marketing process and technique grown under centuries 
of capitalistic system of economy and its influence have filled the 
market with a host of middlemen between the actual producer of 
goods and the actual consumer of goods. There middlemen 
under the system, have been glorified, painted and presented 
before the commercial community as very essential elements in 
the distributive system and it is said that the functions of the 
middlemen is just as important as that of the producer in 
modern business. 


As a matter of fact most of these middlemen are primarily 
market intermediaries or mere transfer agents, their places of 
business are mere or less of the nature of superfluous road-side 
stations where goods are unnecessarily halted onits 
Middlemen as journey from the manufacturers to the consumers- 
road^de^ “•“■detentions which not only handicap the unres- 
stations tricted flow of goods from the producers to the 

consumers, but also raise its costs and prioe to the 
consumers, The capitalistic marketing methods have thus given 
rise to a large number of middlemen between the producer and 
the consumer causing restricted and altered goods and an increased 
cost. These very painful disadvantages resulting from the middle¬ 
men are further aggravated when one realizes that the middlemen 


also do not shoulder any one of the industrial risks. Loss, diffi¬ 
culties, inconvenience and risk arising out of periods of depressions, 
strikes and disturbances mean nothing to these middlemen who 
remain unaffected although they bring ruin to the producers and 
considerable hardship to the consumers. What is 
Middlemen more, these occaas j ona may periods in which 
ear no us t these their stock of goods, reap the 

richest harvest and make the highest profit due to the prevailing 
scarcity and dearth of goods. They sit over their stocks, artificially 
Cut down supplies, manipulate prices and indulge in higher prices 
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going even down to black-marketing while the community may 
be in the grip of the greatest hardship, The history of dealers 
and jobbers in the country, during the periods of scarcities, are 
replete with such instances. 

The multiplication of middlemen and the resultant difficulties 
to the consumers have, therefore, caused a great resentment not 
only among the consumers of goods but even among their produ¬ 
cers. The public mind is justifiably suspicious about 
Hie trend to- the questionable designs of the middlemen, 
There is, therefore now a vigorous trend towards 

marketing , , ° 

direct marketing of goods from the producers to 
the consumers. The growth of departmental stores, multiple- 
shops or chain stores, mail order business etc. is an attempt at 
the elimination of the middlemen, who do nothing, bear no risk 
but get the easiest profit. 

It is true that these middlemen perform some functions —the 
functions of transportation, storing, assembling and distribution and 
in any distributive system those functions have to be performed, 
These are strong arguments in favour of middlemanship and it is 
said that these middlemen cannot be eliminated without serious 
loss and inefficiency. But it does not follow that these 
functions can only bo performed by these middlemen, In many 
fields of business it is becoming clear every day that it is a con¬ 
venient and a better method, to do without 
of'Slon" n rai(Wlemen enfcireiy and to sell through branches 

—Not of and agencies. The functions may not bo removed 

Ainothm 8 'fche individual middlem n can be eliminated. 

What is necessary is that the whole distributive 
machinary oi the marketing organization should be rationalized 
and the distributive functions integrated, Every stop towards 
rationalization of middlemen functions while does not eliminate 
the functions but it does away with individual and indepen- 
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dent middlemen serving as connecting links between 
Rationalization the stages of distributi m. Besides the departmental 

metSrd^nd* stor6S c * ia ® stores or ( ^ rec * 1 mail-order system 
men there can be started Co-operative distributions 

of goods in the market by the manufacturers. If a 
manufacturing concern can have several departments of purchase 
store, cash, supply etc. why can’t it have its own marketing 
establishment to organize direct marketing of goods. It can have 
| a chain of distribution managers in big centres, in place of the 

wholesalers, under direct control, who will bo doing not only the 
functions done by the wholesalers but will also look toother 
interests of the manufacturers to which the present wholesalers 
are indifferent. As a matter of fact, many large manufacturers 
now build up their own complete selling organization and have 
even taken over retail stores. They have thus completed the 
integration of all the steps in the marketing of their products. 
Co-operative organizations in the marketing process is another 
measure of scientific management or integration of marketing 
functions and agencies. In the field of agriculture too farmers 
may cambine and market their produce without the assistance of 
the middlemen through a co-operative organization of their own. 
The distributive agencies-the middlemen—are leading to 
considerable economic waste, and, therefore, their functions and 
methods have to be closely knit together and integrated. The 
middlemen functions are necessary and their removal is not advo¬ 
cated, but on the other hand it is asserted that better application of 
scientific management principle in the marketing method and men 
and the integration of closely related marketing stages is not only 
socially desirable but economically beneficial too. 

m- ' : ' ■■■ V : . 




CHAPTER IV 

FORMS OF BUSINESS. 


Historians say that recorded history stretches back to some 
6110 years and therefore the struggle of mankind, earlier to the 
recorded years, to maintain life are left to mere imagination. But 
we all know with definitness that all their struggles centred round 
the ever-present human necessities for food, cloth and shelter, 
p , ^ _ Man in the primitive age was a cave-dweller; he 

condition" used to C0 X CT his body from the clothings fashioned 

from the skins of the wild animals and fill his belly 
with the pickings which he could secure within the very limited 
range of the animal and vegetable kingdom. There can be no doubt 
also that their struggle for food, cloth and shelter was trying. 
Prehistoric man was all the time absorbed in the struggle. with 
material forces for material things and was, not very often, def¬ 
eated. But human beings have a creative urge and thus all through 
the ages of recorded and unrecorded history they went on pressing 
on with the struggle to make life nobler and better. This long and 
continuous struggle of mankind for a nobler, better and a higher 
civilized life is a history of the evolution of the various forms 


of business activities and marks the growth of business organi¬ 
sation in general. « 


Among people of the earlier times the business spirit of 
employing accumulated wealth in furthering production for the 
sake of profit was absolutely lacking. No doubt, 
Business spirit there are historical references to people engaged in 
ra 6 1 ' accumulating wealth but these early accumulations 

of money were animated by no business motive or spirit. We 
all have read in history that kings, nobles, knights and such other 
people shought wealth but they accumulated wealth in order to 
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spend it on war and personal display. No rational commercial motive 
or method is believed to have been applied either to the getting or 
to the spending of money. The acquisition of wealth by extortion, 
torture, rapine or adventure and its uneconomic use to unpro¬ 
ductive consumption marked the prevailing practice or the 
spirit of the Middle Ages. Even when at a later date the craving 
for money spread to a wider area and among larger persons by 
the introduction of various kinds ef luxuries in the city life, the 
idea of business as a regular instrument for getting money was 
exceedingly slow, Freebooting or squeezing of peasants by rents 
and taxes and the romantic adventures for treasure digging was 
well in vogue as a form of business, if it is to be called business 

at all. The chief barrier to the development of a 

the daveTopmlnt business spirit was the lack of a proper motive for 

of business spirit (p e accumulation of money. The nobles, churchmen, 
m earlier times, 

landed gentleman or the warriors who stood as 
examples before the people and who gave direction to the ideas, 
feelings, thoughts and activities of the people in the Middle Ages 
had themselves no business spirit and, as such, could not infuse the 
feeling for business profit to those who followed them. 7 he mental 
and moral equipment suitable for business impulse of an entre¬ 
preneur demands a special valuation and outlook upon life and 
labour which had not evolved. This “uncommercial” custom, as 
it may be called, was absolutely rigid and it was as plastic as a 

glacier and it took a long time to be melted for ad- 

anepoch"!^^ i ustments The historical Renaissance marked an 

evolution of epoch in the evolution of business forms. With its 
business forms, . . 

emphasis on individual interests, personal responsi¬ 
bility and free competition the Renaissance broke regid glacier of 
the stagnant social condition and infused even among lower and 
more peaceful sorts of men an economic inclination to save trouble 
and make life happier by a better adjustment of the implements 
available and pursuit of commercial technique in place of wild 
hunting and adventure. Henceforward commerce began to be 
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recognised as a means to get money by the use of 
Rationalism” mone y. “Economic Rationalism” is the suggestive 
SHe terminol °^ which Sombart ascribes to this change 
& the discovry spirit from the romantic treasure-digging of the 

mss methods in ^ es ^ le Pursuit of modern commercialism, 

book-keeping. Besides the Renaissance, the discovery and use of 

technical business methods in book-keeping by 
Leonardo, Pisano and Era Luca in the beginning of the 13th century 
played a significant part in the evolution of the process of business 
forms. The development of the system of double entry in book¬ 
keeping as first presented by Era Luca was accompanied by a 
wide application of the rational mathematical system in the whole 
realm of commerce in the shape of exact measurement of time and 
place, land surveying, modern methods of weights, and measures, 
forms of contract etc. All these developments rationalised business 
and its forms, released the form of business from the caprice and 
chance of Middle Ages and gave it an objective character or form 
from the profit-making point of view. 


_ , Under such conditions the evolution of business 

Business forms p i • , 

in 17th & 18th lorms > aucl 111 particular the application of organi- 
contunes. sing mind to commerce, was necessarily slow, This 
is why even on coming down, to the Seventeenth & 
the Eighteenth centuries we find none but small forms of business 
units. Even England and America who have made so much strides 
in business organisation and practice had not been able to evolve 
sound and large business units by that time. Coming to the 17th 
century in England and to the 18th century in America one could 
find only small forms of business units in manufacturing and agri¬ 
culture. The typical unit of any business was the family which 
also constituted a market. Writing sometime towards the end of 
the 18th century Alexander Hamilton spoke about the American 
industry as “a vast scene of household manufacturing;” and this 
position was more or less true even up to the first half of the 19th 
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century when the bulk of general manufacturing done in the United 
States was carried on in shops and the household, by the labour ot 
the family or individual proprietors. 55 

In concluding this brief treatment of the 
analyzed fromTwo ^ acts ant ^ tendencies as to the growth of business 
points of view, spirit anc i it s organisation and development in 

degree of comple* various forms ’ is fittin S to observe that the 
xity in organi- form of business can be analyzed from two angles 
sation. (i | j»i rm 0 f business looked upon as to the degree 

reeVfftMo com P^ ex 'ty in its organisation and. (ii) Form 
elation of in- of business viewed as to the degree of association 
dividual, in it. of MWdna la in it. 

Thus looking upon business as to the degree 
As to the degree complexity in its organisation we can say that a 

of ooraylexity 

business maybe business can be Simple or Compound. The deve- 
compound. lopment of industry has largely been dictated by 
the necessity for differentiation through the process 
of specialisation in the function and structure of the business 
units. In tiie earlier stages of business development the form of 
commercial enterprize was very simple and unspecialized. The first 
main stage of business or industrial organisation is known as the 
•‘Family system” or “Household system”, Under this “Family” 
or “Household system” each ordinary family provided for all its 
wants and necessities-secured its own food, provided its own 
clothes and other necessities. Throutgh even at this stage of indus¬ 
trial development there was a little of differentiation of the present- 
day industrial organisation, yet this differentiation also was very 
simple and understandable to one and all, even to an unimagi¬ 
native man. The obvious division was between men and women, 
between adults and children, While men worked outside the house 
to secure the articles of requirement women reared children and 
looked after the inner organisation of tile family. Hence under 
this form of business organisation everything was simple and the 


FORMS OF BUSINESS 73 

various factors of production were utilised in the most simple and 
modest form. There was no question of dominance of one factor 

over the other-as there is to-day of capital or of labour over all 

others and, as such, there, was no difficulty either in the availability 
or in the application of the various factors of production. But since 
every industrial or business family, as it may be called, produced or 
secured goods for its own consumption it can hardly be called a 
business unit in the true sense of the term. Thus under this sta«e 
of industrial development there was for the most part a number 
self-sufficing, or we can call them self-obsorbed communities or 
in other words, it can be said that there was little specialisation of 
functions in a commercial or industrial enterprize and no integra¬ 
tion of industry at all. 

The second main stage in the evolution of the modern business 
form is most commonly known as the “handicraft system.” Under 
this system of business form one no longer produced or supplied 
all his needs but used largely to depend on the exchange of his 
own products for those of other people. It is thus clear that at 
this stage of business evolution there came the application of the 
principle of differentiation which means division of functions or 
specialisation. Thus under the ‘handicraft system’ of business 
evolution one specialises on some one particular line of work— one 
becomes a leather worker, or a metal worker or a paper worker. 
This application of the principle of differentiation or specialisation 
of functions was first simple and small in which only simpler and 
smaller kinds of village craftsmen were differentiated. In other 
words, the differentiation was between smith, the mason, the shoe¬ 
maker and their markets were confined to the village or close 
neighbours. Later, with the development of communications by 
road or river the differentiation became wider and extended. 
There was in that case differentiation between town and village, 
manufacture and agriculture. With a further improvement in 
communications and technical knowledge the differentiation be- 
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came more complex. The work was differentiated or split into 
minute details on the horizontal lines: and there was no longer 
simply a leather worker hut a sole-maker, a heel-maker, a toe- 
maker, and so forth—each performing a distinct kind of leather 
work.' There have also been differentiations on vertical lines. 

Having reached its characteristic feature business then 
entered the third stage of evolution which is better known as the 
“merchanting system.’’ The development of the business in the 
first and the second stages, as described above, has resulted in a 
diffusion of business activity. Business activities are no longer 
concentrated in particular spots but scattered all over the country 
and as such, there arose the necessity of the gathering and speed¬ 
ing up of goods in the hands of the consumers from the diffused and 
different sources of supply or production. This work of gathering 
goods and speeding them up to the consumers fell into the hands 
of a special class of merchants. Thus in the “merchanting system” 
there came into the business field merchanting class who first of all 
acquired control of and the disposal of the finished products, then 
subsequently also began to gain control over the provision of raw 
materials. In some cases it was also found, and is found even now, 
that the merchanting class not only controls the disposal of fini¬ 
shed products and raw materials but has also control over the 
instruments of production with which the craftsmen or workers 
work. In the “merchanting system” of business there is a marked 
division or differentiation of function between those who initiate 
and control business and those who execute the actual work of 
business. In other words, it may be said that under this stage of 
evolution of business “the division of function between those who 
plan and those who toil assumes a new importance,” 1 

The next stage, in the development of business and industry, 
was marked by the regimentation of large bodies of work people 
under condition of a new industrial and business discipline and 

1. Robertson—Control Industry age 11. 
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routine. This stage is popularly known as the “factory system” 

m which the merchant organiser not only organizes and gives out 

contracts of business deals but becomes a full-fledged employer 
giving out orders of works. The craftsmen and other business 
workers are virtually reduced to the position of mere wage-earners 
It is sometimes wrongly said that the factory system means the’ 
organisation and work of business within the four walls of a 
factory and the use of machinery and machanical power. As a 
matter of fact, factory system does not consist in a factory Jr 
machines but its distinctive feature lies in “the sharpness of the 
cleavage between the few who command and the many who obey” 1 

The system of business as is dominant to-day is based on this 
system of few who command and many who obey. But its atten¬ 
dant evils have corroded the business world and has resulted in a 
system of business in which the gain of one is the has of other.' 
Under such a system of business the ingenuity of success does not 
lie in the eagerness and ability to rightly judge the consumers’ 
demands and adjustments of supply to these demands but in the 
efforts and capability of stinting and coercing demands on the 
lines the businessmen want to follow. Demand is ignored and 
callously treated and marketing conditions are made to depend 
upon anticipation, guess and whims of those who command and. 

• control business. There is, therefore, little care or consideration 
for consumers and workers and the cry for social interests in 
business and social welfare is regarded as a distasteful slogan, 
of a crazy world. 

With the growth of consciousness among the public and social 
interests in business the cry against the individualistic business, 
has all gained strength and there is now a regular and organized 
efforts on the part of those many who obey to defy and denounce' 
those few who control and command with individual and. 
personal interests. 

I. Robertson—Control of Industry. Page 12 
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In the modem business world, therefore, there is a trend to- 

wards the necessity of a changed outlook on business and its 
forms , We have, as such, to look on business from a d.fferent 
angle and purpose from what we had before. 

Of the various points of views from which we can classify the 
form of business we shall tot take classification from the point of 
view of association of individuals ; and look upon rt from the 
traditional view of individualistic interests and then screen those 
old decadent, self-seeking, individualistic ideas m the light o a 


modern social approach. 

In the association of individuals in business the first element 
■that we meet is the business enterpreneur who deserves a separate 

and full treatment in the next chapter. 


CHAPTER V 

THE ENTREPRENEUR CLASS 

Looking upon business as to the degree of 
BStoprenean- as * ociation of individuals in it we first of all come 
across the first form of business that came into 
being as a result of the initiative, enterprise and the sporting 
adventure of an individual who had enough of confidence to jump 
into the business field unaided by any, independent of all. It is 
because of this daring adventure and courageous initiative that 
the enterpriser is often called the captain of industry. Such a 
person in business who is responsible for the taking of risks and 
then for the starting of business does play a vital role in the busi¬ 
ness field and writers have ascribed to him the name of organisers 
and venturers. Writing forty years before the publication of the 
monumental work of Adam Smith, often known as the father of 
modern Economics, Cantilion used the term “entrepreneur”! to 
describe the worthy gentleman who not only initiates the business 
operations but even controls and guides them single handed and 
it is this name “entrepreneur” that has received the greatest 
currency in the business parlance although the men of the fifteenth 
century could give such an entrepreneur no better title to him 
than “adventurer.” 

The subject of this entrepreneur had not any extra-ordinary 
importance in the very early ages hut with the advent of the 
industrial revolution the entrepreneur class gained a greater 
importance for knowledge and study. Before the coming of the 
industrial revolution, the market for any commodity was almost 
within narrow limits except for a few highly valued commodities 
and the organisation of business was, therefore, on a very small 

1, The French word entrepreneur is equivalent of the German word 
unternehmar. 
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scale. Hence the quality and class of the entrepreneurs that were 
required were not of such character as to merit the attention 
which organisers deserved after the Industrial Revolution when 
business operations began to be moved on along intricate paths 
and processes. 

It is now said that great entrepreneurs or captains of industry 
are bom and not made. Whatever may be the merit in this 
statement and although this would be a lively subject for discuss- 
ion the controversy about it may be said without any doubt of 
contradiction that organisers, undertakers or adventurers or the 
entrepreneurs, as they may be called, are business geniuses and 
like all geniuses their supply is based upon factors that are beyond 
the human knowledge. Adventurers like a Tata are definitely few 
and their supply depends partly on the social stock and partly 
on the environment. As an eminent economist has well said, “free¬ 
born and demoracy operate to develop to the full the scanty 
number of leaders. The abolition of class privileges in modern 
times that has been not only ot political and social consequence, 
but has had direct economic effects also,” 

The modern entrepreneur, therefore, is a man of first rate 
importance because of his positions of significance in business and 
industries and there is no wonder if a day comes when a saga 
may be written about the modern entrepreneur and the civiliza¬ 
tion which succeeds hereafter makes a legend of the entrepreneur 
class. But then the interesting question is what form such a saga 
or legend may take?--and it is not easy to foresee except that 
we can say that the form of such a legend will entirely depend 
upon the form of the structure of our society that continues for one 
or two civilizations more or that which succeeds our own of to-day. 

The role of an adventurer or entrepreneur 
Entrepreneur 6 depends upon the society he is serving in ; and the 

depends upon the entrepreneur may be cast in either of the two diffo- 
sooial structure r . _ 

rent roles according as the society may be. in a 

1. 'Pausing — Principles of Economics vol 1; 
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capitalistic society the entrepreneur is a self-centered, barbarous 
tyrant guarding and augumenting his treasure with curious and 
cunning laying snares to entrap one who comes to challenge his 
power and possession and personality; while in a socialised eeo- 
nomic system he is like a noble, high-souled, daring adventurer 
sailing in the teeth of dark and cloudy atmosphere, danger and diffi¬ 
culty to enrich the society he lives in by his business adventures. 

Classical econo- ^ daSSiCal ec0nomistsl 8 ave thought to 
mists’error about the entrepreneur’s job as a subject of minute ob- 
eutreprenour’s sem tion and study and devoted their time, energy 
and intellect to their conception of the “invisible 
hand” or the “natural law” which governed and controlled busi¬ 
ness and economic conditions. They were mainly concerned with 
the automatic manner in which the whole business and industrial 
conditions were working and, therefore, they thought li tie or 
nothing regarding the role and character of the entrepreneur in 
business and industry. Their whole idea was that the business or 
economic conditions were working automatically without any supe¬ 
rior control of the entrepreneur except that of the “hidden hand” 
of the nature ; with the result the whole tendency of their doctrine 
was to demonstrate with vigour that the evil, if any, in the busi¬ 
ness or economic affair was only because of the harsh tendencies 
of nature and not due to any defect in the existence and working 
of the entrepreneur or the capitalist adventurer. Although Adam 
Smith had some accusing words for some employers in particular 
cases, the philosophy of the classical economists, as a whole, 
was that the inexorable law of nature which governed relations 
between, rent, wages, profit and interest used to be the 
cause of the economic evils that used to arise and quite, on the 
other hand, the entrepreneur class by their exercise of thrift, 
adventure and enterprise were there to mitigate to a great extent 
the rough and rude exactions of nature. In their opinion, therefore, 

1. Classical economists is name given to Ricardo and Mill and those who 
followed them. 
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the entrepreneurs were working to mitigate the evils arising from 
the operation of the natural law to enrich the society and in this 
their activities were themselves shaped and conditioned by these 
automatic forces of nature over which they had no control. The 
precepts of the classical political economy, therefore, postulated 
that the capitalist entrepreneur was rendering a positive service to 
the society and deserved, as such, all sympathies and assistance 
from the people and government and it was the duty of every citizen 
and the Government to protect the entrepreneur’s property and 
privileges and respect what he choses to do. Harriet Martineau 
who popularised this philosophy of the early economists thus ob¬ 
served that “the interests of the capitalists best determine the 
extent cf capital; and any interference of the law is therefore 
unnecessary.” 1 It is under these conditions and conceptions that 
the business undertaker or the entrepreneur has been glorified and 
although Marshall has given a masterly expressionfor the entrepre- 
eur others also have no less strong term for Mm. It is thus said 
that ‘Tor the businessman of exceptional abiliity hardly any 
material reward can under conditions of modern industry be 
too extravagant. 2 

But time has, however, come when it is necessary 

I'uSon'an/ ^ iese ear li er assumptions about the entrepreneur 

the new proper ought to be brought into light and screened throuh 
approach : ' . . . 0 . 

for proper scrutiny and economic analysis, bo tar as 

the argument of the earlier economists are concerned about the 

“natural law” or the bidden hand” of nature which oontrols 

the economic conditions and shapes the economio or business 

activities of the entrepreneur it may be . said with difiniteness 

that the doctrine is simply swathed in" mythioal shrouds 

and the whole argument, as it stands, is circular, Later analysis 

and recent study have revealed that “what a century ago 

1. Illustration of Political Economy vol. I. 

2. J, A. R, Harriot—Economics and Ethics. 
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was deemed an inexplicable mystery of nature finer analysis has 
shown to be a complex of forces, generated largely by business men 
themselves, who operate within the frame-work of certain social 
institutions; and aid institutions which man has made, man may 
also take away.” Next, so far as the glorification of the entrepre¬ 
neur has been erected it is proper that for a surer verdict on the 
matter we should look upon it and firstly ascertain what precisely 
the function of the entrepreneur is from the point of view of the 
economic system as a whole ; and secondly, see what is the ideal 
which the entrepreneur class should stand for. Suoh an analysis 
will lead us to a proper and just theory of the entrepreneur’s 
functions and its importance. In other words, we need to have a 
new angle of vision for judging the entrepreneur's function. To 
put the matter a little differently we need to know the difference 
between what the entrepreneur performs to-day and what he 
should perform. The margin of difference between 
ween what the what w 18 entrepreneur does perform and what 

entrepreneur 8 h 0 uld perform will increase or diminish accord- 
perfonns and , L 

what he should ing to the institutional conditions and social frame 
perform^^g operating at a particular time. Under a 
capitalistic institution this divergence between what it is and 
what it ought to be will tend to increase while conditions of a 
socialised iustitution will tend to diminish the difference between 
the two. 

Writers who had glorified the entrepreneur furnish two main 
types of explanations and arguments regarding his greatestfunctions 
which win all the credit for the entrepreneur. The 
Tnd S d[rective /e one emphasises the speculative quality of theentre- 
fimcMon of preneur or the quality of the entrepreneur to bear 
Entrepreneur . ^ q £ nnCer ^ a j n ^i eg j n the business market; the 

other paintsthe picture of his work of superintendence and direc¬ 
tion. Oantillon described the entrepreneur as the worthy gentleman 

I. Mauriee Dobh—Capitalist Enterprise & social progress. 







82 BtfSINESS ORGANISATION RECONSTRUCTED 

who bought goods “at a fixed price” end sold them “at an 
uncertain price.” The entrepreneur “buy the wares 

T the t 5Ef° f of the COuntr y--• ' • and 8 ive for them a fixed price 
uncertainty to sell them again wholesale and retail at an un¬ 
certain price. These entrepreneurs can never 

know the volume of consumption in their town, nor how much 

their customers will buy of them.All these causes so much 

uncertainty among these entrepreneurs that there are almost 
daily cases of bankruptcy among them.” 

But if serious thought is given to this conception of uncer¬ 
tainty bearing it may be said that it is fought with cardinal 
defects. This argument about the entrepreneur’s 
T entrepmf functlon un( My stresses the passive and the nego- 

uueertainty tive aspect of the whole matter. It presupposes 
exploded, . , ,, , ,,. . , , 

that it is never possible to calculate precisely how 

much food or clothes people would consume, the quality of goods 
they would require and the quantity of raw materials that might 
be required or be available for use at any particular time, As a 
matter of fact recent developments have shown the inadequacy of 
these earlier ideas about the undertaker’s risk and uncertainties. 
Recent industrial developments have made it possible to say that 
the uncertainties of existing markets can be greatly mitigated and 
warded off by combining them into larger units; and if there still 
remains any uncertainty it can be calculated with approximate ex¬ 
actitude according to the principles of probability--the principle 
governing insurance business of to day—and can therefore be well 
insured against. The uncertainty and the risk of crop failures, 
risks from accident and incidents from fire and water and finally 
the loss of profit-all these can now be insured against. There is 
thus little or no uncertainty that the modern entrepreneur can be 
called upon to bear to his disadvantage upon his ownself. 

Besides, the whole argument about uncertainty of the demand 
for consumption and the requirement in the market is not only false 
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but also fake. While it is admited that there are times in our daily 
life when we find the market down and depressed with glut result¬ 
ing in loss and risk to the entrepreneur but it may be said that 
this uncertainty in the market that we so often see is the result of 
the entrepreneur’s own creation in a capitalistic society. Such 
troubles in the market arise because the entrepreneurs never care 
to look round the consumers, their wants and demands. Regard¬ 
less of the real wants, necessities and requirements of the consum¬ 
ers the entrepreneurs direct the productive forces relying upon the 
strength of their publicity and advertisements to force the consum¬ 
ers’ demand for the same quality and quantity of goods they are 
bringing in. In other words, instead of adjusting their supply accord- 
ing to the consumers’ demand they want to force the adjustment of 
demand according to their own supply ; instead of accepting con¬ 
sumers as the king in the economic realm they want to enthrall 
their own kingship upon them. The consumers, docile and humble 
as they are, go on bearing this for some time and then at moments 
become revolting and shaky bringing in risk and uncertainties and 
loss for the entrepreneurs, The root of this whole theory of un¬ 
certainty and risk is, therefore, their own attempt to put the 
■cart before the horse instead of the horse before the cart in the 
economic market. If the entrepreneurs always care for the wants 
and real necessities of the consumers, if they try to examine and 
know the consumers’ interests and if they try to adjust their pro¬ 
duction and supply according to the nature, quantity and quality 
of consumers’ interests and requirements there would be absolutely 
no risk or uncertainties in the market about the quality and 
quantity of consumers’ demand. 

So far as the second important function of 

The work of the entrepreneurs—the function of superintendence 
isupenntendence 

and direction and direction—is concerned it may be said that 
with the development of other forms of business 
units the significance and importance of the work of superinten- 
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deuce and direction has also lost its former weight and merit, As. 
the small partnership gave place to joint stock company more and 
more of the work of superintendence and direction has been taken 
over by salaried managers and other employed staff. There seems • 
no reason why this work of superintendence and direction, which 
is said to be an essential part of the undertaker’s job, should not 
be well performed by the directors who are remunerated by alee 
and by the salaried manager and his paid staff. It ;s often found 
that the important work of business now falls on the general 
manager or the secretary of a company while the directors work 
merely as trustees for the real owners—the shareholders. This is how 
business is running itself. Railway companies, insurance companies 
public utility concerns, and deposit banks are all operating in this 
way. Thus the various elements of the entrepreneur’s function 
have been almost separated from him. “In consequence, the 
problem of measuring them and the conception of a demand price 
per unit has become much simplified. The work of direction and 
superintendence is seen as a type of skilled brain work for which 
a salary is paid.” ! 

It is thus seen that a large part of the risk, uncertainty and loss,, 
can well be shifted on to insurance houses, speculators and under¬ 
writing concerns, to whom a premium or commission corresponding 
to the actuarial value of the uncertainty and risk is paid. The rest 
of the uncertainty and the larger part of the work of supervision 
and direction are then again done and shared by manager, directors 
and shareholders. 

But it must be admitted that although the theory about the 
risk of uneertianty and that of superintendence and control are 
not true there are still some other considerations regarding the 
entrepreneur which merit a closer analysis. In a differentiated 
industrial or business system of society—the society based on 
modern machine techinique and, therefore, the extensive division 
1. Maurice Dobb—Capitalist Enterprise. 
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•of labour—our economic life is split into numerous producing 
.groups, each group specialising on one line of activity and relying 
on exchange of its products with the products of other groups. 
It needs, therefore, the leadership and strategy of a general to 
co-ordinate the various groups. Business condi- 

fiinotilmof 1 lea- tions and circ ™stancesare not static after all, but 

dership and changing. On the planning of a suitable adaptation 
strategy . Jr 

of the business, on the making of a wise business 

or financial decisions, on the pioneering of a change depends the 

ultimate future or fortune for many. In these cases, as such, there 

still remains an important kernal of the entrepreneur’s function 

which must remain composite and inseparable in the hands of 

one or two men. 

In a capitalistic frame of society the importance of an entre¬ 
preneur is within a very narrow limit; he is the captain of industry 
important as the man who superintends the internal discipline of 
the business and looks for his own profit without any thought for 
•consumers--the community at large. But in a socialistic system 
■of society or in any other community in which the welfare of the 
society is uppermost, the entrepreneur is related to the much 
larger economic specialisation of which he himself is merely one 
small specialised unit for the promotion of a welfare state. Here 
he plays the important and significant part of a 

as'a ifo-ordhm- s ^ n S^ e ce U a larger social organism performing a 

tor of the indus- wider role. It is this recent view which exalts and 
trial pmesosm 

dignifies the position of an entrepreneur as the co¬ 
ordinator of the industrial and economic processes. It is here that 
he works as the creative agent in the economic field. 

It is the work of interstitial adustment that makes the entre¬ 
preneur important in society. As Veblen puts it, “the management 
of the various industrial plants and processes in due oorelation 
with the rest and the supervision of the interstitial adjustments of 
the system is commonly conceived to be a work of greater conse- 
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quence to the community’s wellbeing than any of the detail work 
involved in carrying on a given process of production. This work 

of interstitial adjustment.has become urgent only since the 

advent of the machine industry.....It therefore rests with the 
businessman to make or mar the running adjustments of 
industry.” According to Prof. Usher’s conception a real entre¬ 
preneur is the integrating force. While discussing 

Function of importance of the entrepreneur in society Prof. 
Entrepreneur a9 " A 

an integrating J. B. Clark speaks in eloquent terms of “the co- 

' c ' ordinating function”. In modern industry “it is in 
reality the entrepreneur who does the moving.... .” 2 It is towards 
such a theory of the entrepreneur’s function that a most compre¬ 
hensive advance has been made by Prof. Pigou. His approach to 
the theory of entrepreneur has been towards the ideal—-what it 
ought to be—which is important for a society. Prof. Pigou’s idea of 
an entrepreneur’s function is such as would postulate and insure 
the maximum economic welfare. In his opinion the gain and loss 
of an entrepreneur should not diverge from that of the society 
| as a whole. 8 

In order, therefore, that the interests of the society should be 
promoted it is necessary that the entrepreneur instead of merely 
acting as the superintendent of the productive processes should 
act as the intergating and co-ordinating force in the whole busi¬ 
ness and economic system. It does not require much argument 
to show that in a society differentiated by the detailed division 
of labour and specialisation some integrating force is necessary for 
the larger interests. The very fact of detailed, division of labour 
and specialisation means that there are numerous producing 
groups or units in the society each existing on the exchange of 
its products with the products of other groups or units. The whole 

1. T. Veblen—ihaory of busineoa Entrepreneur. 

2. Cbirk— distribution of wealth. 

3. For a detailed study see Prof. Pigou’s Economics of welfare. 
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society which, therefore, exists Upon a proper exchange of products 
and the proper functioning of the society itself will be disturbed 
and dislocated if the exchange by any one group or unit does not 
bring maximum economic advantage to it. This proper function¬ 
ing of the exchange system can only prevail if the whole economio 
or producing system is regulated in a certain way and if the acti¬ 
vities of the various groups or units are regulated and controlled' 
m some planned way. To illustrate the argument it may be said 
that each group or unit undergoes some efforts or sacrifices in the 
production of its articles and wants to get some satisfaction out of 
the exchange of the products of their work. To use the proper 
terminology of the economic theory it may be said, in other words, 
that each group suffers or bears some amount of disutility or cost 
m their productive work and hope to get sufficient utility out of 
the exchange of its own products with- those of others to balance 
the disutility undergone during production. Now this advantage 
of Glancing the disutility and the utility can only result if the 
whole exchange activities of all the producing groups are regulated 
in a certain way, and if, moreover, the economic activities of each 
group is controlled and regulated according to a certain plan. 

To simplify the argument let us assume a group of cloth pro¬ 
ducers whose main requirement is shoe ; and let us further assume 
that with great zeal and enthusiasm the doth makers have enor¬ 
mously increased the production of cloth while on the other hand 
the shoe makers have slacked their sense of public responsibility 
and have, therefore, remained far behind the cloth producers in 
their production. The upshot of this whole thing will be that the 
pair of shoes which the cloth producers can get in exchange for the 
last few quantity of cloth will be so insufficient that the exchange 
of their cloth with shoes will not balance the disutility that the 
cloth producers might have suffered in producing the extra quan¬ 
tity of cloth. There will be a “glut of cloth in the market and 
the greatest possible net utility will not be obtained. The dis* 
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advantage of this glut in the market could only be avoided if the 
activities of both the cloth and producers were regulated and co¬ 
ordinated in conformity with the larger interests of the community. 
For the larger interests of society it is always necessary to regulate 
the economic activities of each group in a way that the 
utility of the last few units of any production in general should 
exceed the cost involved, or disutility suffered, in producing them. 
In economic language the marginal utility must balance the mar- 
ginal cost in order to secure maximum utility for the community 
at large and it is here that the entrepreneur has to play a vital 
role in society. He has to co-ordinate and integrate the economic 
activities of all the producing units in a way that the marginal 
utility always balances the marginal disutility or costs ; and it is 
only then that the greatest possible net utility can be obtained. 
It is in this sense that Prof. Devenport says that “the process (of 
adjusting supply to demand ) is captained by the entrepreneur, is 

guided and supervised by him, and worked out through him. 1,1 

From this function of co-ordinating and into- 
Function of alio- grating the economic activities of the producing 
etuipmentr^ 1 units emerges out his function of allocating land, 
labour and materials in a manner and in such uses 
as would yield the richest harvest—the best result. In any 
system of business or industry the yield (in net utility ) of the 
marginal unit employed should be approximately equal in all uses. 
If maximum economic welfare is to he achieved or obtained for 
society capital equipment i, <?, land, labour and materials must be 
allocated to its various uses in such a way as to yield the greatest 
net utility. It is one of the greatest functions of an entrepreneur 
to weigh and judge the comparative gain from the employment of 
capital resources or equipment in alternative uses and them to 
shift the capital equipment from the use or place where the yield 
of its marginal unit is lower to an use or place where marginal 
yield is higher. Although the c ost of movement in some cases may 
1. Economic of Enterprise, 
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render the shifting impossible or not worthwhile but the statement 
-about the shifting of capital equipment from an use of lower 
marginal yield to a place of higher marginal yield remains 
true of new additional units of capital. This problem or function 
•of adjustment of this kind exists inside each industrial group 
whether big or small, and it is in this function of the entrepreneur 

'that “lies the core of the problem of industrial harmony. The 

•distraction or weakening of this adjustment will nullify the best 
-results of human labour and invention, and will dissipate reolessly 
■the kindest endowments of nature,” 1 

There 19 y et a dynamic aspect of the function 
piS^and 0f the enfcre F<*enr. He is not merely to discover 

-development, and effect the kind of adjustment that is necesary 

to get the best results from any given set of indus- 
trial conditions but he is also to bring about the extension of the 
•division of labour, responsible for “the greatest improvement in 
•the productive powers of labour”. For a welfare society the 
(problem is not only to secure the most out of its existing resoure, 
I s and ^nisation but a greater problem is to increase its wealth 
% planning anew and bringing about a continual development. 
Society as it is there certain changes constantly occur, nccessiating 
•a new plan about the economic or industrial organisations to suit 
changed conditions. Some wants become satiated and somededineor 
diminish, some new wants coming up to surface become exhausted 
and new ones have got to be tapped. All these changes require the 
services of an entrepreneur as a planner. The entrepreneur has 
to understand the changes in the conditions of society and has 
to plan the neoessary regrouping of resources and rearrange the 
economic conditions. The changes may require, for instance, the 
substitutions of capital for labour in any particular branch of 
production, say in the production of finished goods, and a greater 
employment of lab our in constructional works. It may be, changed 
1. Dobb-Oapitalist Enterprise. 
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in the social and economic conditions may create the .necessity 
of an industry to be taken nearer the new markets or sources of 
power or may cause an industry to fade into insignificance and an 
entirely new to be brought into being. It is the function of an 
entrepreneur to bring about these adaptations and new planning 
at the earliest possible time. A successful and industrially desirable - 
entrepreneur has to see that no long interval is allowed to pass 

between a new change and the necessary adaptations. The longer- 

the interval between each social and economic change and the 
necessary successful adaptation to it the greater will be the loss - 
suffered by the community at large. Any long interval between 'a 
change and its adaptation will cause a real maladjustment in the ■ 
economic resources and between the supply and demand. If the 

average rate of adaption will cause a real maladjustment in the - 
change then a permanent rate of real adjustment will be suffered by 
the community and if the slowness continues the real adjustment, 

would become almost chronic and cumulative. It is the function 
of the entrepreneur to save the community from this mal-. 

j adjustment, 

t The function of planning anew and adaptation - 

Traction of can not be performed properly if the entrepreneur 
innovation. no j; pj a y the part of an innovator. In addition., 

to adaptation there is need for innovation—the need or function 
of au entrepreneur to pioneer such changes as will increase the 
yield of human labour and economic resources in a country. In 
order that an entrepreneur can be an innovator - he will have to 
bring about three kinds or classes of innovations-of new techinique, 
geographical discoveries and innovation in organisation. The 
innovation in techinique and organisation will revolutionize and, 
rapidly increase the rate and volume of production while geogra¬ 
phical discoveries will effect conditions of supply and transport, 
quite favourably. An entrepreneur in order to be innovator must 
have in him the combination of rather two subtle qualities—the 
intuitive quality of rightly choosing between numerous alternatives. 
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secondly, the quality of having connageons self-confidence to 
make choioe and force it into effect even in face of opposition. In 
social and economic life it is necessary for the entrepreneur to 
have and perform this creative function. 

In short, the foregoing analysis indicates, therefore, that any 
economic society which is to to be progressive will require the 
following functions, which the composite term, Entrepreneur JW 
tion, seems to imply most appropriately in a welfare state 

!• the entrepreneur to preserve the balance 

between the different producing groups so that the marginal utility 
of the supply covers its marginal cost. 

2. The function of regulating the distribution of economic 
resources between alternative uses in a manner that the marginal 

yield in all uses is approximately equal. 

3. The function of promoting such changes in the condition 
of techinique, organisation and supply to increase the yield of 
human effort as much as possible. 

4. Now, the essential condition for the performance and full- 
iiiment of the functions is that, the entrepreneur must have the 
ability continually to measure and to balance costs and utilities.. 


This entrepreneur function, which any differentiated society 
will need might be performed in a variety of ways depending upon, 
and according to the kind of economic structure. In a society 
based on classless individualism the entrepreneur function is per¬ 
formed by a large number of small independen t producers or group 
of producers, connected by a number of independent middlemen 
operating with fairly small capitals and working in free competition 
with each other. The regulation of production in such a society 
would work automatically through the operation of price move¬ 
ments. Middlemen are the links in the chain connecting: consum¬ 
ers with producers and producers with producers. Each of these 
sections of the economic society would play his part automatically 
in the general economic organism merely by reacting instinctively 
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and automatically to any change in price-curtailing or extending 
Ms operations as the case might be. A system which was some¬ 
thing of this type was found in certain sections of the world of the 
Middle Ages, when the markets were local and exchanges and 
economic activities were regulated almost in the way as detailed 
above. It is this type of society which Mr. H. Belloc seems to 
refer while he speaks of a Distributive Society.* Although such 
a system can claim to have much advantages from the point view 
of its simplicity but in practice, however, there are certain obvi¬ 
ous disadvantages attached to it. There would he comparatively 
•very small accumulation of capital and limited scope and provi- 
sions for it productive uses. There would be in the furthei 
analysis a condition of economic system which would incline 
to be static. 


Under capitalistic frame of economic society, the entrepreneur 
H function is performed by a few capitalist undertakers.. The 
J| control of economic operations is in the hands of seme capitalist 
If usually operating with their own capital, and forming together 
F an employing class and directing production and sales 
to their own advantage and working on a much higher 
.income level for their ownselves than the rest of the 
•community. Such an entrepreneur instead of playing the role of a 
-co-ordinator seeks to take advantage and reap a rich harvest, at 
the cost of others, from a maladjustment of supply and demand. 
An analysis of the present capitalistic system reveals that these 
■entrepreneurs of the capb alistic frame work fall roughly into three 
classes--the financiers, industrialists and the mer- 
fflS»preuew! 9 f chants. The financiers or the agents of the money 
in a capitalistic j^^et control the flow of capital into production, 

society Finan¬ 
cial, Industrial the industrialists or the captains of industry con- 
and Commeicml. ^ 0 p era ft 0ng 0 f a gj Yen producing group and 

the merchants or the commercial undertakers connect captains of 

1- H, Bolloc-Econoxnios for Helen also Prof, Leria’s Economic Synthesis. 
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industry with one another and with the consumers. The guiding 
nature for the working of all these classes are their profit—and 
higher profit—-which they seek to secure from a difference between 
two sets of prices which they themselves endeavour to create. 
The net result of the working of such a class of entrepreneur is 
that the rich is growing richer and the poor poorer and gross and 
ghastly inequality rules in the society. 

Under communism the Entrepreneur functions are performed 
by agents of the community. These agents of the community 
operate with community’s resources on behalf of the community. 
The various producing groups are captained by persons responsible- 
to some collective body and are connected with one another and 
with the consumers by middlemen who act as public servants. The 
works of their producing groups are controlled and co-ordinated by 
some such machinary as the war time programme committees. Such, 
a machinary controls the ordering and distribution of the products. 
There is a suitable method of taxation to ensure that no group 
is at any time able to gain additional or excess profit from any 
differential advantage which it may have. Sufficient control, such 
as control of wages, salaries and price, are exercised to preclude 
any group from conspiring to bag undue profit from the high 
prices to be gained by restricting output. There is always a com¬ 
plete adjustment and co ordination of demand and supply. There 
is no class divisions and little inequality of economic reward. The 
key stone o f such a structure is collective ownership of all 
property required for production. It is in such a system that the 
function of the entrepreneur is perfect and co-ordinating. 

The status of an entrepreneur whether it be in a society based 
on class individualism, or capitalism or communism, may be 
assumed by, one person or a number of persons. The former is a 
case of individual entrepreneur organization and the latter 
where there are sevral persons to undertake a venture Jointly 
might either be a partnership organisation or joint stock company 
organisation and a separate chapter on each follows. 




CHAPTER Vi- 

PARTNERSHIP ORGANISATION. 

Ned & Nature of Partnership: 

Partnership organisation of business has grown out of the 
need for more capital, mutual co-operation, better supervision 
and better specialisation in business. Every busi- 
Need &r_ ness, whatever its kind may be, must have certain 

Urtneiship. )locegsar y ;irir i desirable requisites to achieve suc¬ 

cess and soundness. The proprietor or the owner must have business 
ability and adequate capital. What is more, he must have suffi¬ 
cient time, business influence and business insight. If the business 
j s a small one all these requisites will be required on a small scale 
which a single individual (individual proprietor) may be able 
to furnish alone; but when the business grows in dimensions and 
needs more than the ordinary amount of capital, ability, influence 
and business insight it is largely possible that the individual pro¬ 
prietor cannot himself be able to bring them forward. 

It is a common experience in the world that an individual 
who has business ability and influence lacks necessary capital and 
deep business insight. With others it may be that they may 
possess the necessary capital but may not possess the ability and 
influence. It may be argued that those who possess ability and 
influence may borrow capital to go on in business and those who 
|Pave capital but are short of proper ability and influence may hire 
able persons to work. This may be possible but; it is never a satis¬ 
factory and permanent solution of tbe problem and in the long 
run business success cannot be achieved by permanently depen¬ 
ding upon borrowed capital and hired ability., The arrangement 
qf borrowed capital and hired ability may work for some time ; it 
cannot work for all times. Hence the need for, partnership arises 
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■ owing to the inequality of gifts held by different individuals. It 
is, therefore, neceessary that different persons possessing different 
qualities and requisites of business be brought to-gether so that 
the quality, insight, influence, ability and capital possessed by 

.■several individuals be made collectively available for the common 

- purpose. A historical origin of partnership, although would he 
• quite interesting here to emphasise the point, is not quite 

neceessary for the purpose of the book but it may be said that the 
origin of the system of partnership in the west is traced to 

■ “Societas” of Romau times when people used to undertake 

- common ventures in trading, handicrafts, fishing and hunting. It 
is also true to say that many characteristics of partnership grew 
out of the features of family relationship. 1 

Definition of Partnership 

In a simple way it may be said that any two or more 
-.persons can get to-gether and form a partnership but the question 
‘■of definition is nob so simple and there have been wide difference 
;atnong eminent writers and jurists over this, 

Section 4 of the Indian Partnership Act ( Act IN of 1932) 
Bays that “Partnership is the relation between persons who have 
agreeed to share the profits of a business carried on by all or any of 
them acting for all.” 

Persons who have entered into partnership with one another 
are called individually “partners” and collectively “a firm”, and 
the name under which their business is carried on is called the 
-“firm name.” 

It will >thus appear that section 4 contains a complicated 
sclefinitioii copartnership’ and the simple ones of‘partner’, “firm” 
. ^.nd the “firm name”. 

In the English Act “Partnership” is defined as “the relation 
-which subsists between persons carrying on a business in common 

1. Richard, N. owans. 
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with a view of profit. 1 In the Indian Contract Act ‘partnership’ 
was defined as “the relation which subsists between persons who 
have agreed to combine their property, labour or skill in some 
business, and to share the profits there of between them” 2 

Lord Lindly gives as many as nineteen definitions of the- 
term partnership in four languages; those in French, German 
and Latin are consistent, defining partnership as an agreement 
or a contract but the English and American writers have 
shown confusion in their use of the term——the use which 
has been carried into the partnership Act. The definitions 
given by the Indian contract Act and by Sir Feredric Pellock 
regard partnership as a relation between persons : the New 
York Civil Code regards it as an association between two 
or more persons for a certain purpose; Watson, Kent and Story 
speak of it as a contract between persons while Dixon sees it as a- 
group of persons between which certain relation exists. One- 
confusion usually shown by writers has been that the term “part¬ 
nership” which ought to be restricted to its obvious meaning of 
relationship is employed both in legal writings and popular usages 
to denote- a group of persons. The term ‘partnership’ has thus 
been confused with the term ‘firm’. In drafting the Indian Partner¬ 
ship Act, 1932, therefore, it was thought quite necessary to have 
this confusion removed and to give such meanings of the terms 
‘partnership’ and ‘firm’ as would be distinct from each other. 
Throughout the Act, therefore, the word partnership is used 
in the defined sense of relationship and in no other; while the 
term ‘firm’ has been used at places where the partners are referred 
to collectively. 

Kent defined‘partnership’ “as the relation which subsists 
between persons who have agreed to combine their property, 
labour, or skill in some business, and to share the profits thereof 

1. Section 1 (English Partnership Act, 1890 

2. Section 239 Indian contract Act. 
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between them”. It will appear that section 239 of the Indian, 
Contract Act while defining ‘partnership’ has merely followed or co¬ 
pied out Kent. But Kent’s definition was criticised by Jessel in the 
case Pooley vs. Driver on the ground that certain elements in the 
definition is not only subsidiary but superfluous, e.g. there may be- 
partners who do not contribute any property, labour or skill, as in. 
the case of a nominal or ostensible partner. Moreover, “division- 
of profits is not a sufficient, though it is a necessary, test of the 
existence of a partnership.” Accordingly, Sir Frederick Pollack 
while suggesting an improvement in the definition given in the- 
Indian Contract Act said that “Partnership is the relation which- 
subsists between persons who have agreed to share the profits of a 
business carried on by all or any of them on behalf of all of them”. 
Pollock in his definition thinks of business as being carried on by 
all or any of them on behalf of all” whereas the Indian Contract: 
Act speaks of it as “carried on by all or any of them acting for 
all.” The main difference between the two is that in Pollock’s 
definition the phrase ‘on behalf of’ has been used instead of 
“acting for.” The phrase “od behalf of” brings out more clearly 
the fundamental principle that partners while carrying on the 
partnership business are both agents and principals. But oven 
Pollook’s definition is not fully complete; that partners agree not- 
only to share the profits of the business but also its loss. Pollock’s 
definition therefore paints only one side of the picture when he 
says that “partnership is the relation which subsists between 

persons who have agreed to share the profits of a business .“the- 

definition of Haney seems to be more appropriate in that sense. 
According to him Partnership is the relation existing between 
persons competent to make contracts who agree to carry on a., 
lawful business in common with a view to private gain”. 1 

1, Jessel—Poleyvrs Driver. 

I. Honey-Business organisation and combination p. 67 
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Summing up and analysing the varions definitions the 
following may be said to be the essential features of a partnership 
•organisation 

1. There must be an agreement, express on implied among 
persons competent to make contracts. A voluntary agreement is 

a very neecessary pre-requisite of partnership. 

Essential feature has been very clearly brought out 

.future :m ' , 

by section 5 of the Indian Partnership Act 

which says that “The relation of partnership arises from 

contract and not from Status ; and, in particular, the members of 

a Hindu undivided family carrying on a family business as such 

• ora Burmise Budhist husband and wife carrying on business as 

.such are not partners in such a business. “Two persons may be 

. sharing the gains of a joint property, but simply because of .that 

they cannot become partners in the commercial and legal sense 

unless they enter into an agreement for the same. 

2 . The agreement must be to carry on a lawful business in 
•common. It is just a simple common sense that the agreement 
to carry on any thing must not be in contravention of the general 
laws of the land, The partners entering into an agreement are 
the sole judges of all mattars relating to their business and arc 
free to take any enterprise subject only to tha general laws and 
special legislations. 

3. The agreement must be entered into with a, view to private 
gain; this is a feature that points out the motive which leads to 
the formation of firms. It is the motive for the acquisition of 
gain amongst the partners to come to-gether. An agreement 
among some persons to carry on social or philanthropic activities 
will not amount to partnership. 

4. The business must be carried on by all or any of partners 

; acting for all. This feature of partnership shows that the 
partners who conduct the business do so as agents" fof all the 
partners and are, therefore ,dibble to’account for all, 1 1 ■ 
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Firm & Partnership . 

A partnership is a collection of individuals called collectively 
■a firm. One feature peculiar to the English law of partnership 
was the persistency with which the firm, as distinguished from 
the partners who compose it, was ignored both at law and equity. 
As Lord Justice James once said “we have not yet introduced 
into our law the notice that a firm is a person.” In another case 
the same learned Lord Justice said ; “there is no such thing as a 
firm known to the law” Lord Justice Earwell in another case 
in 1910 said the same thing when he remarked that “In English 
law a rm as such has no existence ; partners carry on business 
both as principals and as agents for each other within the scope of 
the partnership business; the firm name is a mere expression, 

not a legal entity, although for convenience.it may be used 

for the sake of suing or being sued.” 

Jessel, M.R., however, remarked in Pooley Vrs, Driver that 
* you cannot grasp the notion of agency properly speaking unless 
you grasp the notion of the existence of the firm as a separate 
entity from the existence of the partners; a notion which was well 
grasped by the old Roman lawyers, and which was partly under¬ 
stood in ths courts of equity before it was part of the whole law 
of the land as it is now”. 

But although it may he convenient to recognise the notion 
•of the existence of the firm as a separate entity from the 
existence of the partners composing the firm, it is not quite 
correct to say that a firm is a legal entity. Under the Indian 
Contract Aot a'so the same position has been maintained where 
according to section 239 a partner-ship is a relation which subsists 
between persons; but a firm is not a person ; it is not an entity ; 
'firm’ is merely a collective name for the individuals who are mem¬ 
bers of the partner-ship. It is neither a legal entity, nor is it a 

L ' James L. J. In Re Saacrs, Ex. p. Blain f1879) 12 oh. D. 522. 

2. James L. J. In Re Shand Exep, corfiett (1880) 14 ch. D, 12 ?. 
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person, A firm has no existence as a legal entity as a corporation;. 
Lord Lindley considered the non-recognition of the firm as distin¬ 
guished from the partners composing it as a defect and apprecia¬ 
ted the laws of Scotland where the firm is treated as a lega lentity. 
The Indian Partner-ship Act, 1932 goes someway to meet Lord 
Lind ley’s view but still it adheres to the old English and Indian, 
view that a firm is not a legal person. The English Act difines 
‘partner-ship’ as a “relation which subsists between persons 
carrying on a business in common with a view to profit” and while- 
dealing about ‘firm’ it says that “persons who have entered into 
partner-ship with one another are for the purpose of this act called 
collectively a firm”. It seems that the framers of the English Act 
intended to ay ess on the abstract relation of partnership 
and avoid giving any implication that firm has any degree of 
personality, The Indian Partnership Act keeps the term partner 
ship” confined to its legitimate meaning of the relation which 
exists between partners and wherever the partners themselves are - 
refered to collectively the word ‘firm’ is used This is why the 
term ‘firm' occurs very frequently in the Indian Act while the 
word ‘partnership’ occurs rarely. The Indian Partnership Act 
therefore, as compared with the English Act. emphasises the- 
concrete thing, the firm, as against the abstract relat on, 
the partnership. 

Firm Name 

The name under which the business of partnership organisa¬ 
tion is carried on is called the ‘firm name’. The firm name may 
or may not express the name of any partner, or it may contain 
the name of some members of the firm only or of some partners- 
and of others. 

It is said that no man has a monopoly or property, in the-. 
nature of a c opyright, in the use of any name and it is, therefore,. 

1 p age 3 , in Sheodayal Vrs. Joharmull, A I. R. ( 1924). 
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•clear that individuals may carry on business under any name and 
■style they choose i . As a rule, therefore, although any name can 
be used as a firm name the rule in subject to the provisonthat 
“its use is not calculated to deceive and inflict pecuniary loss” 

It is true that there is no property in the word, but at the same 
time it is fraud on a person who has established a trade and carries 
It on under a given name that some other person should assume 
- the same name with a slight alteration in such a way as to induce 
persons to deal with him in the belief that they are dealing with 
'the person who has given a reputation to that name” 3 . The 
-court, however, will not restrain a man from carrying business in 
his own name only because there are others doing the same and 
will be injured by what he is doing. “But”, as Lord Lindley said, 
“ he mu st use his own name honestly and not in such a manner 
so as to deceive people into the belief that Ins business is or is 
.connected with the business of another, or that his goods are the 
goods of another; if he misleads people in this manner he will be 
restrained from doing this, though the name be his own, on that 
of the persons composing the firm.” 

Partnership ; Company: Corporation 

Partnership, Company and Corporation are the three 
.-main forms of business organisation. It is worthwhile 
to draw the points of distinction between them. There is 
no real analogy between an ordinary partnership and a company 
incorporated under the Companies Act. The main difference bet¬ 
ween an ordinary partnership and a company is that while an 
ordinary partnership is a partnership composed of definite indivi¬ 
duals bound together by an agreement, a contract amongst them¬ 
selves to work for some common object either during pleasure 
or during a limited time, A partnership is essentially composed of 

1> Chief Justice Earle in Maugham Vrs. Sharpe ( 1864 ) 

2. Lord Lindley in Cowley Vrs. Cowley (1901). 

3. Mulla J. in National Bank of India vrs. National Bank oflndore. 
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the persons originally entering into an agreementwhereas n. 
company means an agreement or understanding between persons 
or parties who join into a particular business to share profit or loss 
i.e. to have a partnership which would be constantly changing n 
succession of partnership. In other words, persons joining together 
in a company constantly change; quite frequently some leave 
while others join. • A company, therefore, is a partnership to-day 
consisting of certain members, and a partnership to-morrow con¬ 
sisting of some of the old members only and of some others who 
have come in anew. An ordinary partnership i. e. a firm is not a 
legal entity separate and distinct from those who compose it 
whereas a company is afictitous person having a legal existence 
quite distinct and separate from the members composing it. In 
this sense the corporation also resembles a company in that the. 
corporation is also a fictitous person having a legal existence an 
distinct and separate from those composing it. The rights and 
obligations of the company as well as of ,the corporation are not 
the right and obligation of the individuals who compose them. 

There is however some distinction between a corporation and 
a company. In a registered company any shareholder may trans¬ 
fer his share, if he chooses, and the transferee by getting his name 
registered in the company becomes a legal member of the 
company in place of the transferer. But in case of a corporation 
no member of a corporation can assign his interest to 
some other member and cause him to be a member in 
bis own place unless such a transfer is specially autho¬ 
rised by statutes or the charter of incorporation. Then again, a 
shareholder of a. limited company is liable to the extent of his 
share in the company and if the share he has subscribed has not 
been fully paid up he is also liable to pay the “call’' for the tin- 
paid amount of the share but a member of a corporation is not 
personally liable for the debts of the corporotion. On the other 
hand a partner’s position is fret with more liabilities; a partner 
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has persqnal liability for the entire debts of the firm not merely as. 
a partner but as an individual. A partner's liability is, therefore, , 
greatest when compared with the liability of the member of a 
corporation or even that of a company. 

Co-Ownership and Partnership, 

Co-ownership is the relation subsisting between persons who 
own some property in common or jointly. Partnership also .being, 
a venture in which some persons carry on some business in 
common. Co-ownership and partnership are sometimes confused 
with one another. But Co-ownership is not partnership. The mere 
fact that some persons own some property in common does not 
constitute a partnership. Strictly speaking a combination, an 
agreement, to carry on. the business in common is essential in every 
partnership and, therefore, the mere Co-ownership of any property 
can not of itself constitute a partnership between the co-owners. 
Two or more sons of a father who inherit some property and. 
manage them jointly and share the income thereof are not 
partners. “Co-owners of land who merely share the expenses off 
management and divide the income arising from the land in speci- 
fied shares are not partners. So also if persons jointly purchase- 
goods for the mere purpose of division among themselves and not 
for the purpose of re-selling and dividing the profits there is no part¬ 
nership. 1 In the same way “two people merly receiving payments, 
out of the gross profits of a business do not make a partnership, 
between them’' 2 In a partnership the partners who carry on busi¬ 
ness in common and jointly share the profits thereof work both as 
the agents and the principals; one partner can interfere with the 
works of others, the death or insolvency affects the interests of 
those of others in the partnership and one is responsible for busi¬ 
ness engagments or debts of others, Hone of these essential eleme¬ 
nts of partnership exsits in co-ownership; In a Co-ownership there 

1 , Observation of the learned judge in Hoare Vrs, Dalres ( 1780 ) 

2. Observations of the learned judge in Lyon V rs. knowlcs. 
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,may be a common or joint interest of two or more persons in pub- 
oalar property bat no one of the essential elements of partnership is 
found to exist in it ‘'for no one of them could interfere with either 
of the others in whatever disposition the others might make of 

their separate share; nor could the death or bankruptcy or trans¬ 
fer or devolution of the shares of any one of the parties affect the 
rights of the others; neither of them could object to the introduc¬ 
tion of any other person, or be liable in respect of any debt or 
engagement of others. “If each owner does nothing more than 
take his share of the gross return obtained by the use of the 
•common property partnership is not the result. On the other hand, 

if the owners convert those returns into money, bring that money 
into a common stocks, defray out of it the expenses of obtaining 
the returns, and then divide the net profit partnership is created in 
the profits, if not also in the property which yields them.” 2 The 
following are the most important points of difference between 
,co-ownership and partnership. 

1. A Co-ownership is not necessarily the result of any agree¬ 
ment but a partnership is always the outcome of a voiuantary 
agreement. Persons who by any deed or will become jointly 
■entitled to a property are merely part-owners and not partners, 
■although they have common interest. 

2 Co-ownership does not necessarily involve community of 
profit and loss but a partnership does necessarily invlove such a 
■community of profit and loss. 

3 A co-owner is not the agent, either real or implied of other 
co-owners but one partner is the agent of the firm for the porposes 
of the affairs of the firm. 

4 . A co-owner has no lien on the thing owned in common 
either for outlays or for anything but a partner has lieu on the 
thing owned in common for outlay or expenses, or for what may be 
due from the others as their share of a common debt, 

1 . Baoon in London Financial Associatijn Vrs. kelk (1883 ) 

2. Lindley. 
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5 ‘ ACo ’ owner of a property is entitled to have it divided 
between himself and his other. Co-owners whereas a partner has 
no right to partition the partnership property but is entitled, on a 
dissolution ot the firm, to have that property, whether movable or 
immovable, sold and the proceeds divided. 

_ 6 ' A c °-owner has the right to transfer his interest to a stranger 
without the consent of the others but a partner cannot without 
the consent of the others transfer his share of the common pro¬ 
perty to a stranger so as to put him in the same position as regards 
the other partners as he himself was before the transfer. 

Joint Hindu Trading Firm—Partnership. 

In India there is vast extent of non-cantractual quasi-partner- 
ship relations of which the Hindu joint family firm is the outstan¬ 
ding example. But such large number of businesses carried on as 
joint Hindu family firm does not stand precisely on the same 
looting as that of an ordinary partnership arising out of a voluntary 
agreement. The relation of partnership does not arise from status; 
nor it is obtained by birth while the r ghts and liabilities of the 
co-parceners in a joint Hindu family firm arise from status and by 
birth. Partnership, quite differently from Joint Hindu family 
firm, is the result of a voluntary agreement, It follows, therefore, 
that the members of a Joint Hindu family carrying on a family 
business are not partners in such a business. The element of agree¬ 
ment which is a very important ingredient of the difinition of part¬ 
nership is missing from a Hindu undivided family firm and it is as 
such not a partnership, But it must be borne in mind that there is 
nothing to prevent the members of a joint family from entering 
into a partnership between themselves and when they enter into 
a partnership they are governed by the partnership Act. Again,, 
unlike an ordinary partnership the death of a co-parcener does 
not dissolve the joint family trading firm, In an ordinary part- 
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netship « oo-perwwr when leaving the firm is entitled to have the 
accounts of all past profit or loss but as a rule a partner when 
severing his connections with the firm is entitled to call for the 
accounts of past profit and loss. 

The main points of difference between a partnership and a 

joint Hindu family firm 1)6 8umm(d ”P 4S follows : ~ 

1 Contract vrs. status :-An ordinary partnership ariseaout 
of a contract between the partners but a family partnership ia 
created by the operation of law.' In an ordinary partnership no 
new partner can be admitted without the consent of all the exist¬ 
ing partners while in a Joint Hindu Family trading firm any 
number of new members can be added in the family by birth 
of a 'devastating torrent’-of children as the members of 
the family. 

(2) Female member: In an ordinary partnership, all enter¬ 
ing into an agreement, whether they are males or females can 
become partners and is in that sense broad based than a Hindu 
coparcenary which is a much narrower organisation. 

(3) Dissolution of the firm caused by death An ordinary 
partnership is dissolved by the death of any partner while a joint 
Hindu family firm is not affected by the death of any of its 
coparcenary. 

( 4 ) Right of accountsA partner has the unquestioned right 
to call for the accounts of the firm at any time but a co-parcener 
cannot when severing his connection with the family business ask 
for accounts of past profits and losses. 

(fi) Accredited AgentIn an ordinary partnership business 
all partners are working both as agents and principals while in a 
Hindu Joint family trading firm the manager, called the 
ICarta, alone is entitled to work as the agent of the family unless 

1. Mulla-Principles of Hindu Law. 
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aome other member of the family is also aullloriseJ 
act as such. wtpiessly to 

( 6 ) Power to contract debtIn an ordinary ,. 

business any partner can bind the firm, i.e. the other ? 

debts incurred in the ordinary course of business buMn Tlmt 

Hindu family trading firm the manager of the family A i • 
ordinarily entitled'to contract debts ou behalf of the family ^ ** 

f r K-r? EXt6nfc ° f liabiHt y Aa regards the llature Md limit 
of liability “a joint ancestral family business under the Hindu 
Lawmanagedby the adult members of the family differs from t 
ordinary oontactunl partnership.” In the ease of ordinary part- 
nership each partner is a contracting party, all the partners 

ho ding themselves out as trading on the credit of their combind 

and separate funds. In case of a joint Hindu trading family 
the manager is liable not only to the extent of his share in the joint 
family property but he being a party to the contract, he is per¬ 
sonally liable on contracts entered into by him i.e. the creditors 

can also prooeed against his separate property. The other Go-parce- 
ners, adults or minors, are liable only to the extent of their 
shares m the joint family property. They are not liable personally 
for the debts or labilities incurred by the manager. The creditors 
as such cannot prooeed against their separate property. On the 
other hand in an ordinary partnership each partner has an unlimi- 

ted liabilitiy i. e. fir the payment of partnership debts each 

partner’s share in the partnership property as well as his separate 
property is also liable. 

( 8 ) Partnership with a strangerAn ordinary partnership 
cannot enter into partnership with a stranger; even a partner 
acting on behalf of the firm cannot (inter into partnership with a 
stranger. The joint family, on the other hand, as a jural unit may 
. enter into an agreement of partnership with a person or person 
outside family. The manager of a joint Hindu family firm 
acting on behalf of the family, can enter into partnership with a 
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stranger. Where the Karta or the manager, acting for the joint 
family employing family assets, enter into partnership with a 

stranger the manager alone must be taken to be the partner and 
the stranger with whom partnership is entered into, is entitled 
and boun d to deal only with the manager. The members of 
the family who are not parties to the contract should not be 
responsible to it or have any right against the stranger parties. 

In other words, a contract of partnership entered into by a 
member of the joint family, even if he be the manager of the 
joint family, with strangers does not ipso facto make the members 
of the family partners. 

(9) Right of transfer ;-In the absence of any usage or 
custom to the contrary, a partner of an ordinary partnership 
business has no implied authority to transfer the firm’s immov¬ 
able property. 1 On the other hand, in a joint Hindu family firm 
the manager or Karta may, in a proper case, mortgage or sell 
movable as well as immovable property for the discharge of busi¬ 
ness debts or even for enabling the business to be carried on. 2 
Partnership Deed 

A partnership may be formed either by an oral or by a 
written agreement. Business and legal practice, however, has not 
been uniform at all places; in France and Italy partnership may 
be formed by written agreement only, while in England and the 
United States and in our own country the agreement may be oral. 
Generally, however, written articles of co-partnership is the gene¬ 
ral practice, and this is more desirable. In order to avoid any 
future misunderstanding among the partners it is always desirable 
that partnership agreement be put in writing embodying all the 
terms and conditions in clear and unmistakable language. Such 
an agreement should incorporate statements of the purpose of the 

1. Section 19(2) (g) 

2. Nia mat Rai Vrs. Dinday al p, e. ] 21 (1927) 

1. A model Form of Partnership Deed is incorporated as Appendix A at the 
end of the book. ■■■V 
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partnership, the rights and duties of the partners, of the interests 
payable on advances of capital, of the division of profits etc. 
Such an agreement can be varied from time to time, if the 
partners so desire either by express or by taoit consent of all the 
partners. Among other things, a partnership Deed must necessa¬ 
rily include provisions on the following points : 

1. The Firm name & nature of partnership. 

2. The commencement and duration of partnership. 

3. The capital contribution of each partner. 

4. The withdrawals by partners in anticipation of profits. 

5. The sharing of profit and loss. 

6. The rate per cent of interest on capital, if allowed. 

7. The rate per cent of interest on drawing by the partners. 

8. The salary, if any, to the partners. 

9. The provision for further capital. 

10. The loans and advances by partners & interest on them. 
11 The Rights and duties of the partners, 

12. The basis of valuation of goodwill, if any, as also the 
other assets of the firm. 

13. Settlement in case of dissolution of partnership, 

14. The treatment of capital losses arising from insolvency of 
any of the partners. 

15. Expulsion of partner in case of gross breach of trust. 

16. Maintenance of accounts and audit. 

17. Arbitration in matters of disputes among partners. 

Forms or partnership 

Partnership as a type of business organisation may take 
various forms, the following few forms however being more impor¬ 
tant among them, 

(l) Sub-Partnership An agreement to share profits consti¬ 
tute a partnership only between the parties to the agreement. If, 
however, out of several partners one of them agrees to share with 
a stranger the share of the profits derived by him this agreement 
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does not make that stranger a partner of the firm but the results 
of such an agreement is to constitute what is known as a sub¬ 
partnership. Such a sub-partnership makes the parties to it partners 
interse but it in no way affects the other members of the principal 
firm. A stranger having an agreement to share profits derived by 
a partner of a firm cannot have any demand against the firm or 
account in it and has to be satisfied only with a share of the profits 
arising to the partner of the firm who has agreed to share with that 
stranger. The mere fact that his sub-partner participates in the 
profits of the business cannot also make him liable for the debts 
of the principal firm. 

(2) Partnership at will< Where no. provision is made by 
contract between the partners for the duration of their partner¬ 
ship or for the determination of their partnership the partnership 
is “partnership at will” 1 The English Law uses the expression 
partnership at will’ in section 27 but the section does not contain 
any difinition of the term. In section 26 the English Act merely 
paraphrases the term as “where no fixed term has been agreed 
upon for the duration of the partnership”, The Act however 
contemplates for a classes of cases where a partnership may be 
called partnership at will namely, where no provision is made 
(l) for the duration of partnership : or ( 2 ) for the determina¬ 
tion of the partnership It is thus evident that where the duration 
of the partnership is provided for in the Partnership Deed, it is 
not a case of partnership at will but becomes rather a partnership 
for a fixed term. 2 

(3) Particular Partnership When a partnership agreement 
relates to a particular business and may not be extended beyond 
the business contemplated by the agreement it is known 
as a particular partnership. In other words it may be said 
that in a particular,partnership “a person may become a partner 

1. Section 7~The Indian Partnership Act. 

2. Mo® vrsElphiek ( 1910) 
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with mother person in parttakr adventures or undertakings". 
Thus when there is a partnership in respect of a particular arlven- 
ture or business transaction the rights and liabilities of* partners 
of such a partnership agreement subsist in relation to that transac’ 
tion only and not as to anything else, 2 Subject to any agreement 
between the partners such a partnership is dissolved by the termi¬ 
nation of that adventure or undertaking. 3 

General or Ordinary Partnership : 

The general partnership is the most prevalent of the various 
types of partnership particularly in India. It is nil association of 
two or more persons ( but not exceeding the number prescribed by 
law) carrying on as co-owners a legal business for profit. It is a 
contractual relationship among the partners, the characteristic 
feature being their unlimited liability in the business like the indivi 
dual proprietorship. In a general or ordinary partnership partners 
are jointly liable for all partnership debts which means that firm 
creditors cannot sue only one of the partners but must join all 
known partners in the action for the debt. But the firm creditors, 
having taken action against all, may proceed against any one or 
more of the partners for the satisfaction of their claim. It is 
sometimes said that partners are severally liable for all debts of 
the firm but this is technically a little inaccurate as all the known 
partners must be jointly sued before the creditor can proceed 
against the property of any one of the partners. A partner, under 
the general partnership, who is forced to meet the debt or 
liability of the firm more than his own proper share in the partner¬ 
ship can take proper action against the others partners for their 
pro rata share. Partners possess two kinds of property—-their 
share in the partnership assets and their personal property—and 
therefore, when they are sued for any partnership debt or liability 

1. Section 3—The Indian Partnership Act. 

2. Reid vrs Holl in spoad ( 1025 ) Robinson vrs Anderson. ( 1855 ), 

3. Section 42 (b) The Indian Partnership Act. 
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their either class of property is subject to attachment. But in 
some places creditors of the firm must first proceed against the 
partnership assets before they can attach the personal property 
of the partners. 

Advantages of General Partnership :~ 

(a) Ease of formation The general or ordinary partner¬ 
ship is formed in the same easy way as the individual propritor- 
ship. In order to form such a partnership no charter is necessary 
and there is no legal formality to be observed except that the 
partnership should not be entered into for any illegal purpose. 
Of course, when a detailed comparison is made with individual 
propritorship it will appear that orgnisation of partnership is 
more difficult than the former. Right selection of partners and 
arriving at a common acceptable agreement are not so easy 
problems as might be imagined. But its formation is much 
easier than that of a company or a corporation. The cost of 
formation is also very small, 

(b) Economy of organisation and operation Once a 
partnership is formed, it may be modified as and when required. 
New partners may be admitted, more capital may be brought in, 
objects and actions may be changed without any legal formality 
by mere agreement amongst the partners themselves. 

(e) Pooling of resources and skill A partnership pools 
together the resources, experiences, skill anrl insight of several 
persons. Judgement of several persons and their resources when 
combined together result in a wonderful strength and stability, 
Moreover, the whole business works can be divided and classified 
amongst the partners on the basis of right job for the right man. 
Partnership, therefore, does not only result in the pooling of 
resourses and sfcra lgth but it also ensures the possibility of better 
management than in the individual propritership, 

(d) Facility of finances or the capital neededThe 
history of partnership business shows that almost everywhere 
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this form of business has come into being because one particular 
individual does not possess the necessary capital for a particular 
business enterprise. If the credit of a person, who wants to go in 
for business, is poor “and the cii'cumstances not being conducive 
to incorporation and sale of securities, lie must obtain the addi¬ 
tional capital through the admission of partners” 1 The Carnegie 
Steel Company and the Balwin Locomotive Works of America, both 
operated as partnerships for some time and the world famous 
financing and banking houses of J. P. Morgan & co and Kuhn 
Loeb & co are still partnership organisations, 

(e) Directness of control and the incentive to work 
Partners have equal voice in the management of the business 
which results in an atmosphere of incentive to work hard and 
harder. What is more, there is a personal relationship between 
the partners- The fear of an unlimited liability which keeps all 
the partners on their tip-toes ensuers against rash and negligent 
conduct of business. There is an excellent effectiveness of 
motivation. 

Disadvantages of General Partnership :~ 

(a) Unlimited liability of the partnersThe nature of 
partnership liability makes this form of business orgnisation an 
undesirable one. The unlimited liability in partnership is in its 
severest form in that each partner is open to unlimited liability 
not only for the debts of the whole partnership business even 
though the debt is contacted by other partners. It is because of 
this grave risk involved in partnerthip due to unlimited liability 
as well as because of the general agency powers of the partners 
that it is often difficult to bring wealthy anrl resourcesful persons 
within a partnership. 

(b) Lack of durability and stability In respect of 
durability and stability partnership is similar to the Individual 
propritership. The death, insanity, bankruptcy of any partner 

Donaldson—Business organisation and procedure p' 40. 
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means termination of the life of the whole partnership business. 
Likewise the withdrawal or retirement and admiss on of any 
partner .brings about a dissolution of the original partnership, 
although a new partnership may be created afresh, But the 
life of partnership is most uncertain and insecure, 

(c) Difficulty in securing harmony among partnersThe 
fact that partners have equal voice in toe management of the 
business is as much a merit as a demerit of this form of business 
organisation, The full agency powers enjoyed by all the partners 
also creates a disasterous situation in the business affair. Under 
these situations much depends upon the character and mental make¬ 
up of the persons who compose the partnership, If there be any 
strong-willed, irresponsible and head-strong partner in the firm 
an anormous amount of discord and differences would result 
everyday. It is generally found that because of these disturbing 
and discouraging factors in its working direct and effective controls 
is made rather often difficult. 

The Limited Partnership 

When the liability of certain partners of a firm is limited 
to the amount of the capital, which they agree to contribute to 
the partnership business, it is known as limited partnership. But 
in such a kind of partnership there must be atleast one partner 
whose liability must be unlimited. Limited partnership is, 
therefore, composed of one or more general partners who have 
full unlimited liability, and one or more special partners whose 
liability is limited to the amount contributed by them or to the 
capital of the firm The limited, partnership also, therefore, has 
unlimited liability, except for the special partners, whose liability 
is limited, owing to the presence of one or more general partners 
who have unlimited liability. 

In India there is no limited partnership, as it is not 
allowed by law in this country. Limited partnerships were legalized 
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in some Italian cities as early as 1160 1 “The limited partnership 
was introduced in France and western Europe from Italy It 
was first recognized in France as the societe m commandite by 
an ordinance of Lomis XIV, in 1673, and later by the French 
comrheroial code of 1807, 1 ” 2 In the U. S. A. Louisiana was the 
first state to authorise the formation of the limited partnership. 
Although the limited partnership can now be formed in all the 
states of the U, S. A. except in Arizona and Florida, limited 
partnership occupies a much more important place in Europe 
than in the U. S A. 

Since the liabilities of a limited partner is limited Ins 
rights too are very much restricted. A limited partner cannot 
take part in the management of the firm. The special partners 
therefore, have no managerial rights. If he exercises a voice in 
the management of the firm he will be treated as a general partner 
i. e. one having unlimited liability. He cannot draw out any 
part of his capital contribution to the firm. 

The death, bankruptcy and lunacy of a limited partner 
does not dissolve the partnership. The restrictions on the rights 
of the limited partners are due to two reasosn. Firstly, if a 
limited partner be allowed to take active part in the management 
of the firm the creditors of the firm, while extending credit to the 
firm, may roly on the limited partners by thinking them to be the 
general partners. 7 ho situation, therefore, has to be guarded 
against. Secondly, limited partners do not deserve to have a voice 
in the management as they do not stand to lose so much from an 
unwise act as does a general partner. 

Every limited partnership must be registered with the 
Registrar of firms, or the partnetship will be considered to be a 
general or an ordinary one. 

1, Owners R. N. Business organisation and combination. 

2. Danldson—Business organisation and procedure. 
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Advantage of the Limited Partnership :~ 

While a limited partnership possesses all the advantages of 
general partnership it also lias the following as its additional 
advantage over the general partnership. 

(a) In a limited partnership there is the possiability of 
having more capital than what can be had in the general partner¬ 
ship. Since the special partners’ liability is limited to the amount 
of their capital contribution they are more willing to join the 
organisation. It meets the demand of the wealthier class of 
investors who do not like their whole estate to be subjected to 
risks of unlimited liability organisation. 


(h) Limited partnership gives the advantage of limited 
lialsiiitv to persons who are unable to secure it through incorpo¬ 
ration of companies. One can share in the profits of the firm 
without incurring an unlimited risks. 

(e) The death, bankruptcy and lunacy of a limited partner 
does not necessarily mean the dissolution of the firm, though the 
lunacy of a limited partner may be a ground for dissolution when 
his share cannot he ascertained and assigned 


Disadvantages of Limited Partnership 

(a) Limited partnership is organised under the special statutes 
governing its formation and as such it is not free to transact 
business in other than the state of its formation. 

(id It the statutes governing the formation and working 
of the limited partnership are not very strictly observed, the law 
courts treat it as a general partnership and the special partners 
are considered to have an unlimited liability. This is dangerous 
■word hanging over the heads of the special partners. 

Limited Partnerships: Companies. 

iromthe nature and characteristics of limited partnership 

“ W> r ““ ‘ ley m m0K ali!te 10 Prieto limited companies 
.Is in the case of private limited companies no legal formality is 
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required for the formation of and working of limited partnership 
Limited Partnerships like Private Limited Companies have 
not the necessity to file with the Registrar such documents 
as the Articles of Association or to obtain certificates of Incorpo¬ 
ration and commencement of business. But in spite of all these 
points of similarity limited partnerships are less popular as 
a form of business organisation than private limited companies 
Private companies which can he formed with a minimum of two 
and a maximum of fifty persons, have all the advantages of 
limited Partnerships without some of their discouraging defects 
While in Limited partnerships the special partners have no hand 
in the management of the firm, in private limited companies there 
is no such restriction and the members have the same say in the 
management of the concern. What is more, private limited 
companies have a more pannanent tenure than limited partnership. 
Kinds of partners in a partnership. 

In a partnership several kinds of partners have come to be 
found. Along with their differing nature and character, because 
of which they have been classified differently, their rights and obli¬ 
gations also differ. Partners are of the following usual kinds 

1. General partnersGeneral partners, who are other¬ 
wise also known as the ordinary partners, have unlimited liability 
in the partnership, They have full agency powers and are known 
to the public. 

2. Special partners-Special partners, who are also known 
as limited partners, are found in the limited partnership. The 
liability of such partners are limited to the amount of the capital 
contributed by them and they havemo voice or hand in the mana¬ 
gement of the firms. ■ 

3.. Silent partners:—Silent partners have full unlimited 
liability and their relationship with the firm is known to the 
public, But these partners, by an agreement with other partners, 
have no voice in the management of the business, although they 
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share profits and losses and are fully responsible for the debts of 
the firm. 

4 Secret partnersSecret partners on the other hand have 
a voice in the management but the general public is kept in 
dark about their relationship with the firm. So long as 
their relationship with the firm and their position in the liirn is 
kept secret creditors, of course, can not proceed against them 
But the moment their identity or relationship is disclosed to the 
public their liability in the firm becomes similar to those of the 
general partners and they then become liable for all the debts of 
and obligations created while they were members of the 
partnership. 

5, Sleeping or dormant partnersBoth silent and secret 
partners may be called sleeping or dormant partners, In other 
words, a sleeping or a dormant partners is a combination of the 
secret and the silent partners. Sleeping or a dorment partners 
have no voice in the management of firms and is not known to 
the public. His liability in the firm is like that of a general part¬ 
ner, unless there is an agreement to the contrary. 

6. Partners by Holding outA person who represents 
himsolf to be a partner in a firm may be held liable as such for 
the debts of the firm under the doctrine of “holding out”. This 

| j g branch of the law of Estoppel, When a person “lends his name 

I and credit to a firm or suffers his name to be used by it and, as the 
phrase, is “holds himself out” as a partner therein, he is liable 
for its engagements, whether he lias any real interest in the firm 
or not. “Where a man holds himself out as a partner or allows 
others to do it, he is then properly estopped from denying the 
characters he has assumend, and upon the faith of which creditors 
may be presumed to have acted. A ma : so acting may be rightly 
held liable as a partner by estoppel,” 

J. Mallow March & Co Yrs, Court of Wa r( j g (1872), L R. 4 P. C. 
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When X introduces y to zls the moneyed partner v m 
not. pari,,er but he stood by and did not deny the statement it 
Will be held that y is Me as a partner f„, the less incur d 
rim principle of law behind this doctrine is the prevention rf 
fraud and misrepresentation. 

. , 1 0stensibleor Nominal partners :_4 person , vll0 , 
interest at all of any kind in the firm but merely holds himself out 
a« partner is railed an Ostensible or Nominal partner Hois 
a so known as a Quasi-partue, because such a partner is not apart, 
nor m the full implication of the term “partner” ; he is considered 
to be partner only m th, eye of the outside world although he is' 
neither a partner really nor hasany interest in the firm whatsoever. 

Minor: Partnership. 

Since » minor is not competent to enter into any contract at 

all it is, therefore, obvious that he cannot become a partner by 

contract, as we know that a partnership can be formed only by con¬ 
sent. But a minor may be admitted to the benefits of partnership 
and can be given this footing in the firm only with the consent of 
ail the partners. 2 A minor is a potential partner and his intro- 

auction in the partnership must he subject to the consent of all 

the partner in the same way as the introduction of any new adult 
partners in the general way. A minor who has been admitted in 
to the partnership in such a way may, at any time within 6 
mouths of his being a major, or of his obtaining knowledge 
that he had been admitted to the benefits of partnership (which 
date is later), by giving public notice, intimate whether he elects 
(aj to become a partner or (b) not to become a partner. In 
the event of a minor be,ing admitted to partnership the minority 
of the partner concerned is deemed to continue (a) until he gives 
aotlce 00 the expiry of the 6 months as the case may be, 

1. Section 11 of the Indian Contract Act, 

2. Section 30 of Indian. Partnership Act, 
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But the effect of his admission to the benefits of partner¬ 
ship is not thereby to make him really a partner in 
Uahilitvthe true sense of the term. His share in the part¬ 
nership property and profits only is liable for the 
debts of the firm; his separate and personal property will not be 
liable. Such a minor partner also does not incur any personal 
liability for whatever happens in the firm. 

If after being major he repudiates his connection with 
the linn, within the time prescribed, his liability would continue 
only up to the date op which he gives such a notice and h'is 
share shall not be liable for any acts of the firm done after the 
date on which he serves the notice of repudiation But in case he 
does not repudiate his connection with the firm, within the pres¬ 
cribed t ime, be becomes ipso facto liable personally for all obliga¬ 
tions incurred by the firm from the date of admission to its bene¬ 
fits. He in that case becomes a partner in the full partnership 
with all its implications. 

A minor partner is entitled to the shares of the property 

Mkmr's Hnd ° f the P rofitsofthe fi™, He has a right of 
Rightsaccess to and the right to inspect and take copy of 
any account of the firm as any other adult 
partners. But such a minor partner will not be entitled to sue 
for the accounts or for payment of his share of the property or 
profits of the firm, except when he actually severes his connection 

w.th the firm. In such a case the amount of his share shall be 

determined by a valuation made according to section .48 of the 
Indian Partnership Act. 

English Law regarding Minor in Partnership 

. ' WM the E “8 ,ish >" » nothing to preclude a 

minor from entering into a contract of partnership although 
f“‘ y speaking, while he is a minor he incurs no Utility is’ 

I»t responsible for the debti of the firm. But when he oomei of 


- j. ajs, x lx HKonIP ]21 

age or o„n before he may d» ffta pMt „j t , 

" thffl8ia M ‘% to prerent an infant trading 

coming partners with » tnder d ,, or be ’ 

nership bo disaffirmed he “. ** 

But it is equally dear that he Z* , “7 f“' 

by such trading, although goods may be ordered for the f S 

: x * 1 ~ - 

hatiint, they are provided for no part ofthem hall be retivd 

f i " p t and if **»— 

the“r ■ ” ” 8 


Registration of Partnership 

Prior to the passing 0 f the Indian Partnership Act of 1982 
here ™ no provision for the registration of partnership in India 
It » rathor interesting to incorporate a brief history of registration 
of firms 111 India. Ihe history of the proposals for the registration 
of firms goes as far badr as 1867, when the Bombay chamber of 
commerce, for the first time, made the suggestion for the enact- 

ment of a proper legislation for asystem ofeompnlsoiyregistra. 

■on of (mns. ; the suggestion, however, at that time was oonsi- 
dered impracticable but since then at frequent intervals various 
merchant bodies, sometime supported by. local governments^ 
pressed the case for some such legislation in the interest of 
the trading public. The movement gained strength by the 
passing of the Registration of Business Names Act, 1916 in 
England. This Act interalia makes the registration of all firms 
compulsory, attaches a penalty for failure to register and renders 
defaulting persons inoapable of bringing a suit to enforce their 
claims as partners, I n 1918 the Industrial Commission recommen- 

1. Lord Horsohell in Level & Christmas V. Beauchamp (1894) A. C. 607 
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t y a system of compulsory registration. In 1920 the legislature of 
Burma passed the Burman Registration of Business Act making 
reuistration of firms compulsory in certain towns in Burma. Inl925 
the Civil Justice Committee made a recommendation more or less 
on the lines of the Registration of Business Names Act in England. 
The committee, however, suggested an exemption from registra- 
tion of all firms with a capital of less than Rs. 500/* Although all 
these various suggestions were, from time to time, made to the 
Government of India nothing could be done in India in the direc¬ 
tion until the passage of the Indian Partnership Act of 1932. 

The Indian Partnership Act of 1932 instead of making 
registration of firms compulsory makes the registration optional, 
unlike the English precedent. The Act stipulates 
of that registration of partnership should he entirely 
within the discretion of the firm or the partners 
concerned. But following the English precedent and taking a 
leaf from the English Act the Indian Act provides that any firm 
which is not registered will not be entitled to enforce its claims 
against a third party in any civil court and any partner who is 
not registered will be incapable of bringing a suit to enforce his 
claims as a partner, whether against his copartners or against third 
parties. There is, however, one exception to this disability that 
any unregistered partner in any firm, registered or unregistered, 
may sue for dissolution of the firm. This exception has been 
made on the principle that registration is meant mainly for the 
protection of partners and third parties and, therefore, non-regis¬ 
tration should not prevent the disappearance of an unregistered 
firm or imperfectly registered firm. The Indian Partnership Act, 
of 1032, therefore, although does not make registration compul¬ 
sory, nor does it impose penalties but certain disabilities are pro- 

Disabilities of : W ttst “ suit <° enforce a tight ari- 

nonregistration:- sm g from a contract shall be instituted in any court 

by or on behalf of any person suing as a partner 
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J° “ fem ag “ st lhe flrm " “By prana alleged to be or to h 
teen a partner in any firm unless the firm is ° , Un 

' P«on bringing the suit is or has been she™ L “f , 
Firme as a partner in thefirm, (b) that no suit can be instituted 
m any court by or on behalf of a firm against anv j 
enforce a right arising from contract unless the fi ^ Party t0 
-the persons suing are rogisterM™^'^ 
Item, (e) that neither the firm norths partners /“‘“f 
will be entitled to counterclaim orsetoff. tL ob 11' 
v»ns of the Act regarding registration 
pabhc against firms carrying on business under a name wh h r ° 
not disclose to the pnblio the names of the actual partners!' Non- 

registration of a partnership firm does nnf- , 

to to the pnblio. It does not also affect the right of! third 
party to proceed against the firm or its partners even though the 
tounregistered. The Act merely provides that an uni- 
terod firm will not be allowed to take assistance of a civil court 
unless it ■ rostered. Registration may he effected by. a firm at 
»ny toe before filing a suit. The Act, therefore, although do« 
not make registration compulsory it creates inducement! to get 
registered which will bear upon firms in a substantial way ££ 

‘ “ ACt ,.“ flrm ° r for a single venture and 

not meeting with any diffiou.tly either i„ Nation to its „™ 

B„ Z 1 T i<le ' WU ” e0d g6t itolf stored. 

But s nee tasmess dealings always involve an element of risk and 
unoertaiuty anti because registration of firms does bring some 
added advantages in such situations firms generally, whether 
sma or big, in their own interest, go in for registration. 

Once registration is effected the statements recorded in the 
register regarding the constitution of firms will be deemed to be 
the conclusive proof of the facts therein and no partner whose 
name is there oil the register can ,H ignorance or ovation of 
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the liabilities or make false denials of partnership at any time. 
This affords a very strong protection to persons dealing with the 
firm. When a firm has been registered a complete and up-to-date 
list of all partners will be maintained in the register of firms, who 
will be liable, in the eyes of the law, for all the debts of the firm, 
to persons dealing with the firm. 

If a new partner of the firm, who joins the partnership after 
the registration of his senior collegue does not register himself as 
a partner in tne partnership, he incurs a grave risk 
Non-registration 0 f being unable to claim his dues from his partner. 
Partners In such a case he has either to rely on the good 
faith of his co-partners or to seek dissolution 

of the firm. 

A third party is not debarred or disabled, because of non¬ 
registration of a firm, of the partners composing it, to bring a suit 
for the recovery of his dues from the firm or from 
Non-registration tj ie p ar fc ne rs. A third party who deals with a 
third parties registered firm but gets the knowledge about a new 
partner joining the firm and not being registered as 
a new partner, may either make registration of the new partner a 
condition for further dealing with the firm or content himself with 
the security of other partners, who are registered, and the chance 
of proving by other evidence the partnership of the new unregis¬ 
tered partner. The third party dealing with the firm without 
knowing about any new unregistered partner coming into partner¬ 
ship can not be prejudiced by the failure of the new partner to 
register. Thus non-registration of partnership can not be utilized 
as a means for avoiding the claim of a third party or a creditor. 
The creditor of a firm is entitled to sue a person, of whose existence 
he may not have known at the time of the transaction. In such 
cases of claim an unregistered partner cannot shut out the credit- 
tor or a third party from giving evidence that he was really a 
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partner on the new ground that, his name does not appear imtho 
Register of the Firms.. 

Registration of a firm has, however, nothing to do with the 
dissolution of the firm ; and the disabilities resulting from non¬ 
registration do not apply to the enforcement of any right to one 
for the dissolution of a firm or for accounts of a dissolved firm or 
for any right to realise the property of a dissolved firm. Even in 
case of unregistered, firm its partners, on the dissolution of the 
firm, are competent to sue their co-partners for accounts of 
partnership dealings and where a partner of an unregistered firm 
brings a suit for the dissolution of the partnership he can in such 
a suit for dissolution of the firm join the prayer for accounts of 
the firm along with the dissolution of the firm. 

Relations of Partners to one another 

The essential principle of the partnership law is that as far as 
possible partners should have the freedom to determine, arrange 
and re-arrange their own affairs amongst them* 

of ndationlllip 8elvea - With this guiding principle of the law of 
partnership they may, if they so choose, vary their 
original contract from time to time, formally or informally on all 
matters which relates to them only, Their mutual rights and 

duties may thus be determined by contract between them_ 

contract which may be express or implied--and which may 

be varied by consent of all the partners (section 11 ) “It is only 
in the absence of an express or implied agreements between the 
parties that the law intervens to settle for them that which they 
may have themselves left unsettled. 

Secondly, the broad general principle of their mutual relation¬ 
ship is ono of mutual confidence and trust, “Partners are bound 
to carry on the business of the firm to the greatest common advan¬ 
tage, to be just and faithful to each other, and to render true 
accounts and full informations of all things affecting the firms to 
any partner or his legal representative."The utmost good faith bet- 
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ween the partners, as a binding principle is an implied clause of 
every partnership agreement. “—whatever may be the terms of 
agreement, or in the absence of any written agreement at all, 
there is one stipulation which is imposed by law in every such 
contract, viz, that each partner must observe the utmost fairness 

and good faith towards his fellows.The foundation stone of 

partnership edifice is mutual confidence, and where confidence is 
reposed equity insists that it shall not be abused 1,1 The relation 
of partners, among one another is at times said to be ‘fiduciary’, 
The partners can not obtain a private and personal gain at the cost 
of or to the disadvantage of the partnership. The fundamental 
principle that partners must observe the greatest fidelity in their 
conduct and relation towards each other is enforced in sec. 16 of 
the Indian Partnership Act which lays down that personal profits 
earned by partners in violation of this principle must be accounted 
for and paid to the firm. The joining partner is perfectly justi¬ 
fied in believing what his partners say and is entitled to assume 
the representations of his other partners to be accurate and, there¬ 
fore, where a partner has been brought into the partnership by 
being induced to enter into an agreement (partnership ) by some 
material misrepresentation, of the others he is entitled to have 


that agreement set aside and also to have the misrepresentations 
made good. As a feature of their relationship partners have the 
right to inspect the hooks of accounts. A partner while is also 


entitled to copy or take extracts from any of the books or records 
|l. of the firm at all reasonable times he can not use such copies or 
H extracts for purposes as may be injurious or hostile to the inte- 
11 rests of the partnership firm. Thus a partner who wants to use 
r such informations for injurious or hostile purposes may be res¬ 
trained from doing so by other partners. But it must however be 
well understood that it is only the use of information after it is 
obtained which can be restrained and a partner can not be res¬ 
trained from obtaining such or any information.” 

1. Dr. Underhill. 
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Bights & Ditties of Partners. 

(a) The partners are entitled to share equally in the profits of 
the business and shall contribute equally to the losses sustained 
by the firm. The share of a partner in the profits and losses of a 
joint business is, however, governed in the first instance by the 
provisions of the agreement between the partners. There is not 
necessarily any connection between the proportion on which 
partners of a firm can share the profits of the business and the 
proportion of their capital contribution. It all depends on the 
nature of their agreement; and the partners can fix by agreement 
the proportion of losses to be borne by the partners or that any 
partner will not bear any loss, (b) When a partner is entitled 
to interest on the capital contributed by him such interest is pay¬ 
able only out of profit.” A partner as regards the capital brought 
by him into the business is not a creditor of the firm but an 
adventurer, and, therefore, any agreed interest on such capital is, 
unless the contrary is clearly expressed, a payment in lieu of or on 
account of profits, and accordingly chargeable to profits only.” It 
follows, therefore, that if there is no profit a partner can recover 
interest only if there is either an express agreement among the part¬ 
ners, stating the ways of such payments other than out of profits. 

(c) A partner can for purposes of business make advances 
besides what he has contributed towards the capital of the firm. 
In such cases of advances, beyond the amount of his share of 
capital he is entitled to interest thereon at the rate of six per cent 
per annum iti the usual course. But it is within the rights of any 
partner to contract any other rate of interest which may be 
permissible, (d) A partner besides being the principal is also an 
agent of the partnership firm ; and in the capacity of an agent he 

can perform certain acts on behalf of the firm-he can make 

payments or incur liability while acting in good faith. A partner, 
therefore, in the absence of any agreement to the contrary has 
a right to be indemnified in respect of payments made and liabili- 
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ties incurred by .him in the ordinary course of business and in' 
proper conduct of the same and also in respeot of any thing done 
by him for the presentation of the business in an amergency, as a 
person of ordinary prudence would have acted, in the situation, 
(o) Every partner has the right to have access to the books of 
the firm and has also the right to inspect them and copy any of 
them. This right of inspection of books and of copying them 
may be exercised not merely in person but also through an agent 
provided the agent be a person about whom there can be no 
reasonable objection by other partners. 

Partnership is a form of business in which the nature and 
character of their mutual relationship is very important. It is a 
business form which can go on well only so long as the partners 
display mutual faith and goodwill amongst themselves. It is the 
duty of every partner therefore (a) to carry on the business of the 
firm to the greatest common advantage. Although the portion of 
section 9 of the Indian Partnership Act which enumerates this 
“seems to be more didactic than legal, but it is the basis for all 
suits arising from unfair dealings between partners which are not 
provided for otherwise.” This general provision implies that it is 
the duty of every partner not to obtain a private advantage at the 
expense of the firm. The partners, duties are also (b) to be just 
and faithful to each other. The every foundation of the partner¬ 
ship is laid on the mutual trust, goodwill and confidence of the 
each other, “not only in the skill and knowledge but also in the 
integrity of every partner.” “If one partner knows more about 
the state of the partnership accounts than another, and conceal¬ 
ing what he knows, enters into an agreement with the other, 
relating to some matter as to which a knowledge of the state of 
accounts is material, such agreement will not be permitted.” It 
also follows from it that a joining partner is entitled to assume 
the representations of his partner “te be accurate without looking 
at the books.” (c) As a eorrolavy to what have been said about 
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®oug to partner, 
provided m the Act as one of the duties of to pariuers 

that they must render true accounts and full information of ail 
t mgs affecting the firm to any partner or his legal representative. 

(d) Partners have to be just and fair towards their partners 
as well as towards the partnership firm and it is their duty not to 
obtain an advantage at the expense of the firm. Besides, it is the 
duty of every partner to “indemnify the firm for any loss caused 
to it by his fraud in the conduct of the business of the firm, 

Relation of Partners to third Parties 

Hie relations of the partners with the outside world-__the 

third parties-are the external relations of the partnership 

firm. This external relationship or the relation of the partners 
. lcd P arties i3 more or lass the development of the general 
principle that each partner is an agent of the firm. Section (S) 
of the Indian Partnership Act like the corresponding provision of 
section 5 of the English Act clearly lays down that every partner 
is an agent of the firm for the purposes of the firm’s”business. 
As between the partners and the outside world, no matter 
what may be the private agreements between the partners 
themselves, each partner is the unlimited agent of every other 
partner in every matter of the partnership business and not 
being in its nature beyond the scope of partnership. The lia¬ 
bility of the one partner for the acts of his co-partners, so far as 
the third parties are concerned, is in fact the liability of a principal 
for the acts of his agent. In other words, every partner in the 
ordinary course of the partnership business and for the ordinary 
' and usual purposes of the partnership business is the agent of his 
co-partners and all the partners are, therefore, liable for the ordi¬ 
nary trade acts or contracts of the others so far as third parties, 
are concerned, In effect, therefore, the law which regulates the 
liability of the partners for the acts of their co-partners is a. 
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branch of the law of agency. The general principle of partnership, 
as such, involves and includes the principle that each partner is 
the agent of his co-partners for the purpose of conducting debts 
and obligations in the usual course of the partnership business and 
once this agency has been established by persons entering into a 
partnership business, it does not cease as regards third persons, 
until its termination has become known to them. This nature of 
agency of partner in relation to the third parties is however of a 
different kind and is an agency of a very peculiar kind the notion 
of which can be grasped only by grasping the notion that the firm 
is not a serrate entity as distinguished from the members compo¬ 
sing it. Ordinarily and under the general rules of agency an agent 
acts on behalf of others distinct from himself but a partner, while 

dealing with the outside world-to third parties—is an agent 

of all the members composing the firm including himself. A part¬ 
ner, therefore, while dealing with third parties virtually embraces 
both the character of a principal and an agent and has full and 
equal liabilities along with other partners. 

The nature of relationship of the partners with third parties, 
therefore, depends on this nature of agency of the partners and 
consequently on the implied authority of the part- 
ners to act and comit, on behalf of the firm and on 
Implied Aufcho- the extent 0 f t j ie imp]ied authority. While working 
as a partner in a partnership firm every partner 
has some authority to bind the firm provided the 
act of the partuer (i) is done to carry on business of the kind 
carried on by the firm and (ii) the act is done in the way usual 
to such works of the firm, Besides the agency power it is open to 
the partners'to confer whatever power they like to one or more * 
of them by an agreement among themselves which is known as the 
express authority of the partner. The actual authority of the 
partners does not necessarily mean his express authority though 
it includes such express authority where there is any and iu every 
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case, except as regards personshaving notice to the contrary, the 
authority includes the general authority commonly and variously 
now n as the apparent, ostensible, ordinary and implied authority 

° 16 partner ‘ v V }lei ’e two or more persons are engaged in part¬ 
nership each partner has the implied authority from the others to 
Sind them m all contracts entered into according to the usual 
course of business. 

Partners may, as a private agreement among themselves, sti¬ 
pulate amongst themselves that some one partner only shall 
enter into particular contracts or engagements with third persons, 
or as to some of their contracts none shall be liable except only 
those by whom they are actually made but with such private 
agreements thircl persons dealing with the firm without notice 
have no concern. "An act done by any partner within the scope 
of his actual or implied authority renders the other partners 
liable to persons dealing with him as representing the firm.” This 
implied authority of the partners, in relation to the third parties, 
extends to all matter necessary for carrying on the business of the 
firm in the usual way in which business of a like kind are carried 
on. Thus the usual course of business is made the limit of a 
partners implied authority to bind the firm in relation to the out¬ 
side world and, therefore, a partner can not bind the other part- 
neis in a matter wholly unconnected with the partnership. 

The question whether a given act of the partner can or cannot 
be said to be done in carrying on a business in the way in which 
it is usually carried on has to be determined and 
T9 au°horit^ i0d ^ ec ^ e 3 by the nature of the business and by the 
practice of persons engaged in it i.e. by the general 
usage and oustom of the trade, Secondly, a third party dealing 
with a partner can not rely on the implied authority of the part¬ 
ner when he (the partner) did not profess to deal with him (the 
third party) as such. 
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The general authority or powers of the partners in ordinary 
trading Anns and the restrictions upon such powers have been- 
stated with accuracy and exactness by Justice Story in his treatise- 
on Partnership and Agency where he says: “Every partner is,, 
in comfcemplation of law, the general and accredited agent of the 
partnership, or, as it is sometimes expressed, each partner is 
proepositus negoiis socktatis , and may, consequently, hind all the- 
other partners by his acts in all matters which are whithin the- 
scope and objects of the parnership, Hence, if the partnership be¬ 
ef a general commercial nature, he may pledge or sell the partner¬ 
ship property; he may buy goods on account of the partner¬ 
ship ; lie may borrow money, contract debts, and pay debts on, 
account of the partnership ; he may draw, make, sign, endorse,, 
accept, transfer, negotiate, and procure to be discounted promi¬ 
ssory notes, bills of exchange, cheques and other negotiable papers- 
in the name and on account of the partnership.”. It is also evident 
that each partner is an agent only in and for the business of his 
firm and therefore his acts, engagements or contracts, beyond 
that business will not bind the firm. 

The implied authority of a partner to bind the firm extends 
to the following acts done in the usual way for carrying on the 
business of the firm, 

A partner has the implied authority : 

(a) to engage servants to perform the business of the firm, 

(b) to. sell any of the goods of the firm and also to pledge the 
movable property of the firm, 

(c) to buy goods on account of the partnership. He may 
buy goods on the credit of the firm provided the goods 
are used or might be used in the partnership business, 

(d) to receive payment of debts due to the firm and grant- 
discharge to the debtor on account of such payments.; 

A partner, however, has no implied authority to receive 
payments of a debt due to his co-partners in their indivi- 
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dual capacity and in such a case the payment must be 

made to the partners to whom the debt is due 

t e ) to bind the firm by an assignment of debt due to 
the firm, 

“(f) to bind the firm oven after dissolution by assenting to 
transfer a debt due to it, 

(g) to employ or engage lawyers to defend in action brought 
against the firm, 

-(h) to accept from the debtor to the firm a bill of exchange 
in payment of the debt, 

(i) to borrow money where of course the business is of a 

kind that can not be carried on in the usual way with¬ 
out the power of borrowing for partnership purposes on 

the credit of the firm, 

l (j) to settle accounts between the partnership and a creditor. 
A partner who has the authority to borrow, has prima- 
face power to settle accounts, make payments, and in 
general to do all things necessary to ensure the credit of 
the firm, 

(k) to draw, make, sign, endorse, accept, transfer, negotiate 
and procure to be discounted promissory notes, hill of 
exchange, cheques and other negotiable papers’in the 
name and for the purpose of partnership in the ordinary 
course of business. 

Section 19 of the Indian Partnership Act defines the- implied 
authority of a partner under which any act of a partner done in 
the usual way to carry on the business of the kind carried on by 
the firm binds the firm. But since the guiding principle of part¬ 
nership law is to leave as much freedom as possible to the part¬ 
ners, it is permissible for the partners to restrict or extend this 
implied authority. It is, therefore, possible that partners may 
.authorise a trusted partner to do some acts which are ordinarily in 
-excess of the implied authority or they may also restrict the acti- 
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vities yf an in experienced or less dependable partner to curb his 
implied authority, But at the same time, every person dealing 
with a firm is entitled to assume that all the partners enjoy the 
full implied authority subject, ofcourse, only to such restrictions 
as have been brought within his knowledge and notice. In other 
words it means that any restriction placed on a partner’s implied 
authority should not have any effect upon a third party dealing 
with a firm unless that third party has notice of the restriction. 
Where, however, a person has notice of any arrangement between 
the partners whereby the implied authority of one to bind the 
other is either taken away altogether or is limited he is bound by 
such arrangements. 

Irrespective of the internal arrangements among the partners 
about the extension or restriction of the implied authority of any 
put t ner the usual rule is that ordinary course of business does 
not require partners to do certain acts under the implied authority. 
In other words there are certain acts which donot oome under the 
implied authority of the partners and they, therefore, cannot do 
them under the cover of the implied authority. Whether the 
business be commercial or non-commercial a partner has no implied 
authority to do any of the following acts. 

(a) Arbitration A partner cannot bind the firm by a sub¬ 
mission of the dispute relating to the business of the 
firm to arbitration because the reference of disputes to 
arbitration cannot be said to be an act done for carrying 

I 00 tilG bllSineSS tlie firm in usual way nor can it be 
I supposed to be an act necessary for the preservation of 
the firm under section 21 of the partnership Act, 

(b) Banking Account :-A partner can not bind his co-part- 
ners on a banking account opened by him in his own sepa- 
rate name instead of in the firm’s name, even though the 
account so opened may be for the purpose of the firm 
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(c) Compromise or relinquishment of claims ;_Ordinarily a 

partner has power to receive payment of a partnership debt 
and to give a discharge for it on payment but an authority 
to receive payment of a debt and give discharge does 
not include an authority to settle it in any way. I n t h e 
absence of a trade usage or custom to the contrary, a 
partner has no implied authority to compromise or re- 
lingnish a claim of the firm. 

(d) Withdrawal of suitA partner has no implied autho¬ 
rity to withdraw a suit or proceedings filed on behalf of 
the firm. 


(e) Admission of liability It is a general rule that one 

partner cannot bind the firm by consenting to an order 
for judgement in an action against himself and his 
co-partner. • 

(f) Acquisition of immovable property One partner has 
no implied authority to take a lease of immoveable pro¬ 
perty on behalf of the firm, If a partner takes a lease of 
premises in his own name, though on behalf of the firm, 
and with the assent of his other co-partners, his action 
cannot bring any liability on his co-partners and the 
co-partners, as such, cannot be liable to be sued by the 
lessor for the rent reserved by the lease. The implied 
authority of a partner does not empower him to acquire 
immovable property in any way. 

(g) Transfer of immovable property-A partner has no 
implied authority to bind the firm by sale, lease, mort- 
tage, gift, relinquishment, or any other kind of transfer 
of immovable property of the firm. 


(h) Entering into partnership on behalf of the firm Unless 
his co-partners agree one partner cannot enter into part¬ 
nership on behalf of the firm. 
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(i) GuaranteeAs a general rule one partner has no implied 
authority to bind the firm by a guarantee for collateral 
purposes unless the guarantee is given according to the 
usual practice of that particular firm or according 
to the usual practice of firms carrying on business of 
the like kind, 

A partner acting beyond his implied authority does not in any 

■way bind his co-partners who thus cannot be held liable for such 

acts. But if the act of the partner, done beyond his 

Ratification or implied authority, is later ratified by the other eo- 
Acquiesc mea o. 

acts that done be- partners who thereby elect to ratify and adopt the 
ym thoSy 1 T- EU * act > it wi ii i* 8 binding against all of them. Similarly, 
if the co-partners merely protest the act of a part¬ 
ner, done beyond the implied authority, and instead of taking 
steps to challange that act knowingly allow a record of that act 
to stand in the partnership books may be bound by acquiescence. 
In order that the ratification or acquiescence be valid it is necessary 
to show that such ratification or acquiescence was done with the 
full knowledge of the do-partners about the unauthorised act and 
that the co-partners were fully aware, at the time of the ratification 
or acquiescence, of the unauthorised act and secondly, that such 
unauthorised act must have been done for' and in the name of 
the firm. 

Dissoluiion of a firm, 

The dissolution of partnership between all the partners of a 
firm is called the dissolution of a firm. It means complete break¬ 
down of the relation of partnership between all the 

Meauing of disao- partners and is different from the mere severance 
iution, 

of one partner only with the firm or from a more re¬ 
tirement of a partner. While in the case of dissolution each partner 
is paid his share of profits, if any, in the case of the retirement, 
death or adjudication of one partner, it is not necessary that 
there should be a dissolution. 
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Dissolution of a firm can take place either with or without 
the intervention of the court, (a) with the consent of all the 
partners or accordance with a contract between the partners, 
where all the partners agree that the firm should be dissolved or 
where there is a previous contract made among the partners 
even when a firm is constituted for a fixed term, it may be dis¬ 
solved before the expiry of the term of partnership if all the 
partners agree to dissolve. 

A firm, therefore, can be dissolved, without the intervention 
of the court, in the following cases 

(a) by agreement among all the partners or in pursuance of 
a contract previously made. The agreement among all the 
partners to dissolve the firm may be either express or 
implied, If there is a proper deed of dissolution, there 
is no difficulty but in the absence of a deed, it has to be 
inferred from the prevailing circumstances and the sur¬ 
rounding situation of the partnership firm. 

(b) by the adjudication of all the partners or of all the part¬ 
ners but one as insolvent. In every firm there must be at* 

least two partners; and if the whole firm is adjudged 

Compulsory dis- insolvent or all the partners but one are adjudged 
solution, f1 , , 

insolvent there will remain no two persons to 

constitute the firm and the firm, as such is ipso facto 
compulsorily dissolved. 

(c) by the happening of any event (i) which makes it un¬ 
lawful for the business of the firm to be carried on (ii) Or 
for the partners to carry it on in partnership. It there¬ 
fore postulates two ciroumstanoes, either, any such event 
happens which makes it unlawful for the business of the 
firm to be carried on or it becomes unlawful for the 
partners to carry on the particular business they are 
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carrying on, As illustrations, the first case would arise 
when a war breaks out and some of the partners become 
alien enemies and reside in a territory which is at war. 
The second condition contemplates such cases where any 
firm is carrying on a business which is declared by the 
Government to be illegal. The business of a firm which 
is lawful at the inception of the partnership may subs¬ 
equently become illegal either by some legislative change 
or by the happening of some event which makes it illegal 
for the members of the partnership to continue the busi¬ 
ness. If, however, more than one separate adventure or 
undertaking is carried on by the firm, the unlawfulness 
or illegality of one or more shall not of itself, cause the 
dissolution ' of the firm so far as its lawful adventures or 
undertaking are concerned. “But if a firm carries on 
more business than one, the illegality of one of them will 
not, it is apprehended, dissolve the firm as to the others, 

at least not unless all the business are so connected that 

the cessation of all” 1 is necessary. 

(d) Subject to contract between the partners a firm in disol- 
ved in the following contingencies 



(i) by the expiry of the term fixed, if the partner- 

Dissolution on constituted for a fixed term, Such a 

the happening * 

of certain eon- dissolution is the necessary result of the terms of 
tingencies ... ,' 

the original contract, 

(ii) by the completion of one or more adventures or 
undertakings, which the firm was constituted to 
carry out. 

(iii) by the death of a partner. “This rule is founded 
on a debetus personal which implies that persons who 
enter into the relationship rely on the personal character, 

1. Lord Lindlay, 
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credit, substance, knowledge and ability of one another 
and the death of a partner in most cases does away 
with these elements, and the law assumes that 
in the absence of any agreement between the partners 
it was their intention that death of one of them was to 
terminate the relationship of a partnership subsisting 
between them.” But this rule that the death of a partner 
dissolves the firm is subject to the important qualification 
embodied in the opening words of section 42 of the 
Act, namely “subject to contract between the partners” 
Partners may accordingly agree that on the death of 
any one of them his nominee or legal representative shall 
be entitled to take his place. 

(iv ) by the adjudication of a partner as an insolvent. 
The insolvency of a partner operates as a dissolution of 
the firm, unless there is a contract to the contrary', 

(e) Where the partnership is at will, the firm may be dissolv¬ 
ed by any partner giving notice in writing to all the other 
partners of his intention to dissolve the firm. In 
Dissolution by such a case the firm is dissolved as from the date 
"5 mentioned in the notice as the date of dissolution, 
or if no date is so mentioned, as from the date of 
the communication of the notice. The notice may 
be given by any partner by intimating his co-partners 
his intention to dissolve the firm. A valid notice of 
dissolution once given is irrevocable and can be with¬ 
drawn only with the consent of all the partners of 
the firm. 

Dissolution of a firm may be ordered by a court on a suit filed 
for dissolution. This provision of law is, however, not subject to 
any contract between the parties and so the court s 
Dissolution p 0W er to decree dissolution in appropriate cases is 
by oourt unfettered by any agreement between the partners. 







140 BUSINESS ORGANISATION RECONSTRUCTED 

The principle of law is that cases may occur in which it 
may beooine the duty of a judicial tribunal either to declare the 
original partnership null and void ab initio, or to annul it in 
respect of all future operations otherwise some very gross injustice 
and mischievous consequences might occur to some of the partners 
without any fault or improprifcy on their owii part. 

Under section 44 of the Indian Partnership Act, therefore, 
the court may dissolve a firm, at the suit of a partner, on any of 
the grounds, namely 

(a) that a partner has become of unsound mind, In such 
a case a suit may be brought by the next friend of the 
partner who has become of unsound mind or by any 

other partner. Insanity however, does not dissolve 
Insanity fthe partnership ipso facto but confirmed lunacy 

is a ground for dissolution if the other partners apply to 
the court for a decree of dissolution on that ground. 

(b) that a partner, other than the partner suing, has become 

in any way permanently incapable of performing 
Incapacity his duties as a partner. It includes all forms of 

permanent incapacity from whatever cause arising. 

(c) that a partner, other than the partner suing, is guilty of 
conduct which is likely to affect prejudicially the carry¬ 
ing on of business, regard being had to the nature 

Misconduct, 0 £ (j US ino8B, It' is not necessary that the conduct 

which is made the ground of. dissolution should be 
connected with the partnership business, Where there 
• has been a complete destruction of mutual confidence and 
it is impossible or impracticable to continue the partner¬ 
ship business with advantage to the partners it is right 
and proper for the court to dissolve the firm. 

(d) that a partner, other than the partner suing, wilfully or 
persistently commits breach of agreements relating to 
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the management of the affairs of the firm or the conduct 
of its business or he conducts himself in such a way in 
matters relating to the business as is not reasonably 
practicable for the other partners to carry on the business 
in partnership with him. Where a partner does acts incon¬ 
sistent with the duty of a partner, and of a nature to 
destroy the mutual confidence which ought to subsist 
between partner, and so makes it impossible that the 
business can be conducted in partnership With benefit to 
either party, the court will decree a dissolution of the 
firm. There are thus two conditions under which the 
court will interfere and order dissolution, firstly, there 
must be the breach of the agreement which again must 
not only be wilful and persistent but must also be 
substantial The court will not interfere where the 
breaches are trifling or occasional or when they are not 
so grievous in nature as to make the continuance of 
partnership impossible, In the second condition, the court 
has to be satisfied about the destruction of mutual 
confidence among the partners. 

(e) that a partner, other than the partner suing, wilfully or 
persistently commits breach of agreements relating to the 
management of the affairs of the firm or the con- 

Breach of agree- f p uc t of its business, or otherwise so conducts him- 

ZX JSS, self fa matte relating to tire business that it is not 
reasonably practicable for the other partners to 
carry on the business in partnership with him. Thus in 
such cases where a partner does acts inconsistent with the 
duty of a partner which is of a nature to destroy the 
mutual confidence, which ought to subsist between the 
partners, the court will decree a dissolution of the 
partnership before the expiry of the term of partnershp 
because such oases of breach of agreement and misconduct 
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will make it impossible for the business to be conducted 
in'partnership. 

(f) that a partner, other than the partner suing, has in any way 
transferred the whole of his interest in the firm to a third 

party. The court may dissolve the partnership at 

Transfer of part- t k e j ns tance of a co-partner or Co-partners 
ners share, , i „ 

(i) Where a partner has transferred m any way the 

whole of his interest in the firm to a third party, or 

(ii) Where a partner has allowed his share to be charged 

under the provisions of the order XXI of rule 49 of the 

Code of Civil Procedure, (iii) Where a partner has allowed 

his share to he sold in recovery of arrears of land-revenue 

or of any dues recoverable as arrears of land revenue due 

by the partner. 

(g) that the business of the firm cannot be carried on save at 
a loss. "After everything has been done which was agreed 

to be clone, and certain loss is the only result of 
Business carried g 0 ] n g onj an y partner is entitled to have the oon- 
only at a oss ^ digaolvec j although he may have agreed that 

the partnership should continue for some definite time, and 
that time has not yet expired.” 1 “If the purposes of the 
partnership cannot be carried into effect with anyroa- 
* sonable prospect of profit, the court can and does, dissolve 
the partnership.” 2 

(h) that the partnership can also be dissolved on any other 
ground which renders it just and equitable that the firm 
shold be dissolved. 

This actually gives the court jurisdiction to deal with cases 
not exactly falling within any of the other clauses, 

], Bindley. 

2, Cotton L. T. 
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Effect of dissolution. 

Notwithstanding dissolution all the partners continue to he 
liable for the debts and liabilities of the lirru incurred before 
dissolution. A partner may, however, be dis- 
^ credUorT.^ 6 c ^ ar S e( I from Ms liability to a creditor (a) by 
satisfaction, or (b) by obtaining release or dis¬ 
charge or (c) by novation. 

Except in cases of death insolvency and of dormant partners, 
partners continue to be liable till the publication of notice of dis¬ 
solution. The publication of notice of dissolution, 
however, determines the mutual authority of 
partners to bind their co-partners. But in spite of 
the dissolution and publication of the notice, partners continue to 
be liable, (a) if they hold out themselves as partners, and (b) 
for acts necessary for the winding up of the partnership. 

In the absence of contract to the contrary partners are 
entitled to have the property of the firm applied in payment of 
debts and liabilities of the firm and to have the 
As regards part, surplus distributed among them. Since after the 
ners ’ dissolution, the partnership subsists merely for the 
purpose of completing pending transactions, winding up the busi¬ 
ness of the partnership and adjusting the rights of the partners 
and, therefore, the authority, rights and obligations of the part¬ 
ners continue for these purposes and these only. After the dis¬ 
solution each partner is also entitled to give a ‘public notice’ of 
the dissolution. 

"After a firm is dissolved, every partner or his representative 
may, in the absence of a contract between the partners to the con¬ 
trary, restrain any other partner or his represents from carrying 
on a similar business in the firm name or from using any of the 
property of the firm for his own benefit, until the affairs of the 
firm have been completely wound up” 1 * 

1. Section 53, The Indian Partnership Act, 
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If, however, any partner or his representative has bought the 
goodwill of the firm his right to use the firm name is unaffected. 
“Partners may, upon or in anticipation oi the dissolution of the 
firm, make an agreement that some or all of them will not carry on 
a business similar to that of the firm within a specified period or 
within specified local limits.” 1 Provisions of this section of the 
Act (sec 54) practically amounts to an agreement in restraint of 
trade but “notwithstanding anything contained in section 27 of the 
Indian contract Act, 1872, such agreements shall be valid if the 
restriction imposed are reasonable.” 


1. Secion 54, The Indian Partnership Act. 


CHAPTER V|| 

SMALL BUSINESS 


Individual entrepreneur and partnership businesses are more 
or less forms of small business. For a very long time the business 
world was carrying on the business activities on some such lines; 
but with the great rise in the demand for goods and services br¬ 
ibe growing population, which was also under in- 

The trend to- creasing influence of civilization, these forms of 
wards big busi- 

ness : businesses were considered incapable of coping 

with that growing volume of demand. It was 
mainly to overcome this disadvantage that the organizing ima¬ 
gination and wisdom of businessmen gave birth to the idea of 
“joint stockism”, “Joint stockism” in business, thus, invi- 
saged and implied bigness as against the former smallness of busi¬ 
ness forms. Joint Stock Organization, too, slowly and gradually 
widened its scope and bounds and began to become in, due course, 
big in its dimensions and potentialities shaping business big, bigger 
and biggest in scales and operations. The trend towards bigness 
so worked itself out that big business has now become basic to the 
very life of the business world. Now it is proverbially said that 
these are the days of big business. 

In the competitive field of business, with competitive feeling 
greatly whetted, small business forms were not supposed to with¬ 
stand the onslaughts of the mighty organizations, 

Small Business anc j ft was f e ft that these small units of business 
nob in danger of 

being crowded with small resources at their command, were ex- 
out ’ pected to be eaten up in course of time by these 

big business units. The expectation was natural; but business 
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exigencies, however, did not allow these small business forms to be 
entirely eliminated and crazed from existence by the large corpora¬ 
tions.'Time has, however, shown that even though big business 

is the common and general trend, small business too is not m the 

danger of being crowded out by large Corporations. 

America is said to be, as it actually is, a land of big business 

units, massive joint stock companies and very large corpora¬ 
tions. The trend and taste for big business has 
Place of small jjQt worked so extensively and intensively any 

5SE: “ where as in America. But even in a country like 

America, it is estimated, there are outside 
the agricultural sphere, more than 4,000,000 firms, and about 
40% of the total private national income is produced by uncor- 
porated business proprietors doing business on small scales with 
small units. Aside from farming, more than one-third of the 
total output in America is produced by what census classifies as 
“small business.” That small business has not thus been elimi¬ 
nated or overwhelmed by bigness is thus manifest; and if in a 
country, of big business and giant corporations, like America small 
business still occupies a place it canuot be supposed to be obli¬ 
terated from the business field in other countries, much less to 
talk about India. Small business is surviving and will remain a 
living side of business in the world because of certain traits which 

it has, 

firstly, big business and massive production are based on the 
principle of standardisation. There are two stages of production— 
the earlier and the later. The earlier stages of 
Factors for sur- production require much capital and give great 
business ; Sma11 scope for machine production based on standardi¬ 
sation requiring not much labour and individual 
treatment. But the later stages of production are more or less done 
by hand; they require individual attention and care that can he 
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given by an artisan working on a small scale. Thus instead of 
creating trouble for the small business, bigbusi- 

GonoSerS’ ^ ^ aSSisted th ® 3ma]1 P roducer S V making 
ges of production available for them standardized component parts 

for their products. “Thus large steel firms have 
always supplied small cutlers with their material. Machine-made 
standardized component parts are built up into 

as S T s t al ' dlS 8 man g0od bicycles in many a sma11 workshop. The 
business.- small milliner, dressmaker, and shoemaker buy 
many more materials partly worked up bv machi¬ 
nery than is commonly supposed”! Big business and machine 
production, therefore, have in that respect relieved small pron 
ducers of many difficulties of marketing and manufacture and 

have enabled them to devote themselves to those works requiring 
the special attention. 

Massive production of standardized parts by big business 
has also opened up new lines of ventures for small producers 
which they could not have entered otherwise. Any field of pro¬ 
duction where standardized parts manufactured by machine and 
massive production can be used to produce the final product can 
now he entered into by small producers; firstly, because they feel 
that massive production will make these component parts avail¬ 
able to them whenever they need them and secondly, these parts, 
because of their production on a large-scale, will be available to 
them at a low cost. It can be said that in a way large or big 
business has created many small businesses in various fields. 
“Thus the large business..... .is often indirectly aiding businesses 
in which routine has but a secondary place; and in some directions 
it promotes new openings through which a man of small means 
but large energy may work his way up to become a leader 
in industry.” 2 

1. Marshall—Industry & Trade. 

2. Marshall—Industry and Trade. 
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If business principles and processes are split and examined it 
Trill be found that in the ultimate analysis bigness in business 
does not mean or imply an elimination of the small. While big 
business promotes bigness it, at the same time, creates small 
business too. Paradoxically enough, thus while bigness in busi¬ 
ness in one way grabs larger and larger business and encircles 
larger and larger fields, it, at the same time, in 

Diversity of busi' another way, creates fresh fields and pastures new 
business ? for the small business. It is the “essence of big¬ 
ness that it creates diversity, in size of business, 
big and little—and nourishes diversity ; deversity of size and of 
functions, so that what is small becomes bigger, so that what is 
big in turn creates many little businesses, which in turn compete 
with and stimulate and descipline what is big.” 1 The significant 
development in business commonly referred to as diversification 
constitutes a creative broadening of competition and thereby of 
small business and various small business opportunities for small 
individuals. There is thus some sort of mutual invigorating im¬ 
pact of big business on small and of small business on big. Those 
who, therefore, present a picture of a cruel conflict between big 
business and small business unnecessarily and unimaginatively 
pose a choice of one or the other. In so far as bigness promotes 
diversity of size and function in the business world big business 
■provides an opportunity to build the business basis for a 
larger number of small business. The economic society has. to 
remember and keep itself reminding of how many 
Big business sn iall businesses,of akind that never existed before, 
smanbusines? the Mg business era has brought with it creating 
so many small proprietors and partnerships. The 
automobile industry, for example, works on a massive scale and 
became a big business but at the same time it has spawned tens of 
thousands of small businesses ran either on a 'one-manbusiness line’ 

I. Lilienthal, David E,—-Big Business. 
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or as partnerships. Generally passenger buses, taxi cabs & trucks 
that are seen along every highway are instances of small businesses 
run as independent or semi-independent small one-man or partner¬ 
ship business. Not only these, it has created the scope and 
opportunities for small business. Thousands of spare parts shops- 
(for motor vehicles ) small repair shops, petrol pumping stations 
and servicing stations spread all over the country and a large 
number of one-building factories that manufacture parts and 
simple components and accessories of motor cars are all the gift 
of the big automobile business. Big business does therefore play a- 
basic part in the development of small business fields and economic- 
democracy. The increased tempo of competition as paced by big 
business instead of making small business extinct, as predicted 
by many, has on the contrary provided for the small business a 
kind of opportunity, that did not exist before, not only for the 
creation of new small independent businesses but also for the 
proliferation, growth and stimulation of small businesses. 

Big business has enlarged the general market, created new 
vents and scope for varied demands. By their nature, these en¬ 
larged markets or new vents, do not remain meiely 
Big business en- res erved for goods of big business, but they also 
SSS&rfgb. ground and place to products of small prod,.- 
small business ; cerg> Thus w i t p ou t inordinate expenses and strain 
on advertising, or in building up business connections end market¬ 
ing fields, the goods and products of small businesses are ever 
finding there enlarged markets and vents, 

What is more, big business houses also require specia 
materials of various sorts which themselves are not the product 


Special materials 
for big business 
create scope for 
small business : 


of big business but are better produced by small 
businesses. So far as the supply of these materials 
to big business is concerned the small businesses 
enjoy ample scope and opportunity for business. 


Supply of special materials to big business is always the domain 



150 BUSINESS ORGANISATION RECONSTRUCTED 


of small businesses. In these respects, too, big business apart from 
dominating or overthrowing small business works as the 
“Substrata” upon which small businesses may be raised. Big 
business, as such, gives little cause to view it with great appre¬ 
hension unless there be simply an emotional repugnance to it. 
Big business if properly regulated, controlled and kept within the 
frame of social needs and responsibilities may not be a potential 
danger to the economic freedoms and small units in business. 

Even in this machine age and big business era there is, in 
every country, a sufficient market for specialities which require the 
specialized mannual dexterity of human hand 
Market special!- working with individual attention. These speciali- 
nesTactivitiesT ties cari 1)0 Produced advantageously by men of 
moderate means and business of moderate size. 
Businesses that still require individual attention, the initiative 
and the watchful care about details which big business cannot 
provide and in which the small producer still excels have to remain 
within the sphere of small business, 

Then again, big business requires not only a large capital and 
organisation but, also a large stock of goods and services which it 
wants to produce, Goods having a small market does 
Limited market not, as it cannot, suit the productive process of a 
business f Hma11 big organisation and they are the unchallenged 
fields for small business undertakings. 

There is yet another factor for the existence of small busi¬ 
ness even in the days of big business, Big business can extend only 
to areas with well developed transport and communi- 

All areas not oa ti ons suitable for operations on a large scale. There 

suitable for big , . , , 

business •. are . still geographical areas where big business 

cannot extend its tentacles and small business 

can and does work in such nooks and corners. 


SMALL BUSINESS 101 

Improvement in mechanical processes and methods are tons- 
ferring many activities hitherto confined to household sphere 
8 y t0 the domain of small business ventures. Th 
Improvement in tos added fresh and farther avenues for s» 
businesses. Dressmaking, washing and baking 
for small busi- ffere formerly largely domestic business performed 

n6S3: in most of the houses but improved mechanical 

ii J tbp domestic life are constantly adding 
processes and «£*»«• Jesses. 

"ts It of these various factors at work smallIbusine, 

cannot be threatened with emotion and f 

the big business. Small business rssav dby the 
Small business fac t that although big business is extending itaeit 
Will sorviva : in aU thoge fields w here machinery and standauii- 

nation can be applied with advantage there still 

of the business which have to be done m the old wa and he 

small way. A small businessman with moderate means 

to turn the economics of partial standardisation to his ‘ 

•j • f Lie van hires The class of business limited 

a wide opening for his ventuies. ± , . 

in scope cannot fool the inroad 

for the small business. Even m the course _ 

tion small business has its own peculiar advantages in many 
branches of production and they have to be preserve as as et 
of national economy and truths of industrial civilisation m any 
country Even in the sphere of manufacturing, factory manu ac- 

turbw on a huge scale is not any way of sound and solid system 

° of industrialization; factory manufacturing conduc- 

Social imp., ted on a large scale has to operate side by side 
tance of small hftt ig known as “household manufactunng 

ta “ S: done on small scales with small capital and labour: 

From the socio-economic point of view the smaU. business makes 
for “diffusion” of business ownership and avoids the 
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Thus although small business has in fact been driven from 
branches and fields yet it survives and cannot he in the danger of 
being completely crowded out by big business, Small business, on 
the other hand, offers the best promise of securing business 
motivation and widespread business ownership and control. 

Small Business and Public policy. 

The small busines has some social and economic advantages ; 
it brings diffusion of ownership, secures motivation, fosters a 
balance in the economy, provides employment opportunities and 
develops rural economy. Public policy, therefore, should favour 
some particular attention, care, protection and assistance to such 
small business undertakings. The need for such a protection and 
assistance is more due to the fact that small businesses cannot 
always compete effectively with big business and partly also 
because big business creates artificial and unfair competition for 
the units which only shatters the small business. 

The needs of the small business, in relation to the government 
policy, mostly veers around the tax structure. Any tax burden 
on the earnings of the small business retards or atleast generates 
an unwillingness towards the growth of the business through the 
reinvestment of profits by the small enterprises. Blither more, 
the possibility or efforts by the small business towards the ac¬ 
quisition of outside capital through borrowing is thinned because 
a feeling both psychological and real, that the advantages from the 
outside capital may be made more uncertain by the tax system 
whose levels may adversely affect the business. 

In order to remore many of the difficulties, which is attri¬ 
buted to the tax structure, various forms of tax relief and exemp¬ 
tions for business can be made by the government. 
Tax Relief : Besides, the Govt, in order to encourage and assist 
the expansion of small businesses, may issue 
certificates of accebrated amortization on new plants. Such 
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certificates would permit the small enterprisers to amortize the 
cost of the plants i. e. to charge the cost over a shorter period 
than the life of the plant would possibly justify. This would 
have a double salutary effect: firstly, it would decrease the- 
earnings of the small business that would he subject to taxes 

and secondly, it would increase its earnings that may he retained 
in business. 

Another tax relief to small businesses may take the form 
of a provision in the taxation measure permitting small business 
to charge depreciation on their fixed assets in any year they like, 
provided, of course, that total depreciation charged over the life 
of the assets may not exceed the cost. Such a provision would 
leave the small enterprises with the choice and facility to charge- 
additional amounts in year of large income and to decrease ex¬ 
penses in lean years. 

Such a tax provision would facilitate the small enterprisers 
to distribute their business income from year to year and can in, 
that way avoid high tax rates on them at any time, 

A graduated tax on business income similar to the progressive 
tax structure for individuals would also give great relief to the 
small businesses; but some authorities on public finance are of 
opinion that such a measure would impair economic growth in as. 
much as it would place a very heavy burden on big business. 

Easy loans and credits by the government to small businesses, 
is also another method of assisting the small business. Such a way 
of helping the small business has been adopted by 
Governments man y governments. Such loans and credits may 
be given by the government through some special 
agency, or even the government department, whose duty would 
be to receive applications for loans, screen them and sanction 
their grant. 

Besides, by the grant of loans and credits on easy terms the- 
government can, in a more concrete way, supply small business. 
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enterprisers with tools, implements, machineries and raw materi¬ 
als, their cost to be recovered in easy instalments. 

The government then, as a measure of concrete and active 
assistance, may have purchase organisations in different areas and 
regions to which the products of the small enter- 
purchase prises can be passed on for distribution and final 

Agency. ^ - n t p e mar k e t. Such an agreement will relieve 

small enterprisers of the great anxiety and task of distributing 
their goods. 

The Government may also attempt to assist the small business 

by rendering advice and counsel, guidance and light on matters like 
the line of production, marketing methods and 

Technical conditions, credit facilities etc, The government 
may have a special organisation manned by experts 
in their respective fields to perform their functions. 

Smallness of the business generally limit the research pro¬ 
gramme to improve productions. The government may have 
research organisations for carrying on research in 

Research yarious directions to benefit to small enterprisers, 
Programme: 

Business contracts for supply of materials and products to 
Government is also one great advantage. Government can, in such 
cases, show favours to the small business to 
Benefit of Govt. ] e t them have their indirect benefits. While such 
orders, or supply and manufacturing contracts will 
save the small business from starvation of supply orders they will 
also constitute a significant contribution, of great moral value, to 
the country’s entire economy. 

Since the small business is subjected to vicious and crippling 
ways of unfair competition at the hands of the big business the 
government should come up with certain legislation 

Protection from j n an e ff or t ^ fence up the small business from 
■undue Compe- r , 

tition : curbing effects of undue competition and improve 

the competitive position of the small business. 
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Some of these measures of public policy towards the small 
business will give them strength and courage to stand up and 
live alongside the big business. They will stimulate the small 
enterprisers and would give them protective assistance and will 
ward off situation where the big business may try to tear them 
away from the social and economic milieu. 

Government of India and Small Business. 

Among the small business the Government, here in India, 

have taken special care about the small-scale industries and the 

village industries. A distinction has been drawn between the 

village industries the one hand and the small- 

Village & scale industries and handicrafts on the other 
small-scale m- 

dustries: Village industries form an integral part of the 

village economy, mainly catering to the local 
needs. The small-scale industries on the other hand generally 
produce for a wider market. 

Besides, administrative measures taken by the different 
states, the central responsibility for the village industries is 
mainly exercised by the Khadi and Village Industries Develop¬ 
ment Board whose function is to organise production development 
programme, including training, and to co-relate and operate its 
activities at state level. Besides, in order that the small indus¬ 
tries may not be pushed aside there are other Governmental 
measures like reserving spheres of production for village industries 
prohibiting the expasnion and attack of competing large-scale 
business concerns and imposing the ‘cess 5 or tax on the manufac¬ 
turing organisations for the benefit of the village industries. 

In the field of small-scale industries there is an Ail India 
Handicrafts Board concerned with the organisation and develop¬ 
ment of poltery, match-making, soap-making, textile printing, 
toy-making, paper-making etc. and with the domestic production 
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, ,. 1m woo i ivory, grass, bamboo etc. There is a separate 

of articles of CardZ bandloom weaving and silk manufacture. 

All India Han. For the development and organisation of small- 

diorafts Board industries there are at present four regional 

*-<■■■»its functions. ® i n i 

small Industries Institutes, a central small-scale 

industries Board and a Small Wastries corporatioa-quite 

recent innovations based and constituted on the recommendation, 

nf a Ford Foundation Planning Team, made in 1954. Small 
Industries Corporation, which is generally a 

Small Inaus- financing and contracting agency of the Central 
tries corpora- GovermIien t f or small industries, plays an 

important role. The main activities of this. 
Board is to (a) undertake bulk contracts from the Govern¬ 
ment and distribute and place them, to fulfill those contracts, 
with small-scale industrial units (b) to assist small-scale 
industrial units with loans and technical advice, and to (c) 
secure a co-ordination between large-scale and small-scale 
industries in such ways as to enable the small-scale industries to 


produce the components required by large-scale industries. 
Besides, there are' a large number of other agencies concerned 
with the setting-up and looking after the operation of various 


<pilot project 5 for the cottage and small-scale industries. There is 
also a ‘pilot project 5 started by the State Bank to co-relate 
and co-ordinate the services provided to small industry by 
commercial books, oo-operativo credit societies etc. The 
mutiplioity of organisations created by the Government have 
no doubt created the problem of over-lapping agencies but they 
also show the anxiety of the Government to develop and protect 
small business in India. Japanese experience sufficiently shows 
that the small business units working in remote corner, if given 
up-to-date technique and necessary finance, access to markets 

and raw materials, advice and assistance, can become an 
economically viable business units as important as large ones for 
the national economy. 


CHAPTER V!ll- 

THE CORPORATE ENTERPRISE. 

Evolution Development & Organisation. 

Joint stock companies and corporations are, as a matter of 
Tact, modern business institutions evolved and developed under 
.the exigencies of the growing wants and necessities, Individual 
Entrepreneur business and Partnership organisations were not 
■enough to cope with the necessity of the developing trade and 
commerce in modern times. There is, however, “a strong ten¬ 
dency to seek in antiquity for the roots of modem institutions, 
and many writers have claimed to find precursors of the joint- 
stock company in ancient days. Though the facts show that such 
a belief is erroneous, it is worth while to summarise what we know 
•of business associations in the ancient world,” 1 

As early as the Code of Hammurabi ( 2075-2025 B. C. ) 
■there were rules governing the contracts between an entrepreneur 
and the financier fordoing small trades. The financial risk was 
that of the capitalist and the commercial risk used to be under¬ 
taken by the trader. In such a trade there were also cases when 
'two or more persons contributed both money and labour. Evi¬ 
dently only two types of associations bad evolved--one 

■resembling the societas, which was more or less a partnership 
•organisation, and the other resembliing the medieval commenda 
which was merely an individual entrepreneur business. In 
ancient Greece partnership was quite common and there was 
definitely no business which could in any way be compared to 
modern joint stock companies. 

Until the time of the crusades no scope for business associa¬ 
tions existed on the continent o f Europe. From about the 

!. A . B. Levy—Private Corporations. 
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beginning of the 12tli. century we, however, hear of partnership 

business, generally called commenda. 

In medieval England, during the Anglo-Saxon times there 

were organisations of guilds--an exclusive local organisation 

of the trade concerned. The guild system particularly discouraged 
the evolution of large enterprises. Regulations. 
Early governing guild organization did not favour the 

instances : formation of business associations, what to speak 

of joint stock enterprises not even partnerships 
were allowed. Later, however, the more prosperous guildsmen 

formed the Livery Companies-a type of business association 

_and in spite of opposing attitude and prohibitory regulations 

partnerships appeared from the beginning of the 13th. century. 
Thus in the medieval England the normal form of joint enterprise 
was the partnership. 

The evolution of English wool trade worked for break-up ol 
the guild system which having expanded could not be managed by 
the local guilds. National organisations were necessary: and 
soon the Company of the Staple for carrying on the wool trade 
was formed. Under it several towns were designated as “staples” 
from where wools could be exported, Although the claim of the 
company to have been founded in the 13th. century is disputed 
by some but its charter of 1391 is there. From the 15th, century 
the export business of wool declined and that of cloth increased 
neeessiating national organisation to cope with the increasing 
cloth business and to meet with it the Company of Merchant 
Adventures was formed ; its first known charter was granted in 
1407 although the company organisers themselves claimed its 
existence from the 13th. century. The Company of Merchants 
Adventurers was a national organisation, like that of the Company 
of the Staple, most of its members being Londoners. 

These early instances of company organisations are of a 
peculiar character in as much as these companies according to 
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Sir Josiah Child did not themselves engage in actual trading 
business but only used to regulate the trade with which they were 
connected. These companies are, therefore, known as 
Companies. “ Re S lllafced Companies”, its members trading under 
constant supervision and regulation of the company. 
There was no prohibitory or restrictive rules in these companies 
for those who wanted to become their members : any merchant 
could join them on payment of the requisite fee. Both these 
companies had a corporate status, based on the royal charter,, 
there was a common name, a common seal, enjoying perpetual 
succession, They had a body management consisting of one or 
two governors and assistants for the office. 

The discovery of the sea routes to India and America, how¬ 
ever, brought great changes in course and pattern of trade and 
trading organisations. Voyages become longer 

Trading^ and more dangerous. Piracy and even frequent 
Companies: " 

wars for maritime domination made trade and- 

commerce not only a game of skill but also a 
game of dangerous adventure ; the ships had to be armed and 
trading posts had not only to be built and maintained, but 
fortified, properly. Obviously, neither individual entrepreneurs nor 
partnership organisations could meet these contingencies. 

The first company, known as the Company werre , trading to- 
the East Indies, was created in 1594. This was followed by the 
formation of ten more companies, six of them in Amsterdam. 
Soon they indulged in excessive rivalry and bad competitions 
and ultimately with the intervention and the direction of the 
States - General, the Dutch East India Company was formed in 
1602. In England the trading activities were the daring enter¬ 
prises of private adventurers. During the earlier part of such 
commercial activities the usual form of organisation was that a 

number of merchants and capitalists jointly provided the capital 

_vessels, wages and provisions for the crew and goods for sa e 
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| -and after their return from their business expedition they 

adjusted the accounts— defrayed expenses and divided the profits 
and losses in proportion to their respective share. Later this 
form of organisation was not considered sufficient and convinient 
iff; and they wanted some other stabler form of organisation. This 

took the form of the incorporated joint stock Company. Whether 
' this system of incorperated joint stock company evolved entirely 

j from English sources is a matter which cannot be said with clefinit- 

j ness. Although there is much to be said in favour of the English 

sources but this is also evident that the English merchants had 
j heard of the Casa di San Giorgio and other similar institutions 

and had gained some knowledge and experience in that direction. 
In the second part of 16th. century this new form of organisation 

began to emerge in England although the definitive form-a 

company with permanent existence and the members contributing 

to the stock and dividing profits-evolved only slowly. 

Although it is usual to speak of the companies for overseas trade 
as the first chartered companies but joint stock companies were 
formed for mining at a very early stage. Thus the society of the 
Mines Royal was formed by indenture in 1561 and the Mineral 
and Battery works were formed in 1565. In 1568 both these 
companies were incorporated by ro yal charter as “the Governors 
Assistants and society of the Mines Royal” and “of the Battery 
works” respectively. The East India company incorporated at 
the end of 1600 was always a joint-stock company as was the 
Hudson Bay Company formed in 1670. 

la the evolution of the joint stock companies two facts are 

there-one important and the other interesting. Firstly, the 

emergence of this type of companies did not put an end to the 
regulated companies which, as a matter of fact, struggled vigor¬ 
ously for survival for a long time before being eventually 
abolished. Thus the Merchants Adventurers survived upto the 
19th. century, Secondly, in accordance with the doctrine prevail- 
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mg at that time the formation of a joint stock company with a 
corporate existence was supposed to require an act of the 
sovereign and, therefore, was to be by a royal charter. The 
right of exclusive trade was thus used to be granted by the king. 
Later this was resented by the Parliament and it was held that 
monopolies granted by the king without the consent of the 
Parliament were void. 

Parliament in fact passed the statue against monopolies in 1623. 
The crown; on the other hand, maintained that this did not apply 
to trading companies. In this struggle between the royal prerogative 
and the Parliament’s authority ultimately a settlement was made 
between the two. Thus where the creation of any company was 
covered by royal prerogative the issue of a charter was necceasary 
even if the Parliament authorised the issue : and the crown, in its 
own turn, could not confer any monopoly by issue of a charter for 
which the Parliament’s assent had not been obtained. 


The idea of the corporate entity of companies evolved very 

rigidly but even during the earlier days of Joint Stock companies 

the liability of the shareholders for the company’s 

Elements for debts was not considered tenable at all, It was very 
Corporate 

entity rigidly held that if a company’s funds were exhausted 


Limited 

liability. 

Perpetual 

succession 


the company’s creditors could not take actions 
against the shareholders. The influence of the 
doctrine of perpetual succession was also greatly 
present. It was assertively held that a company’s 
existence cannot be subject to a time limit; Coke 


used to say, “a company was immortal” 


The practice of holding general meetings is traceable from 
beginning of the 17 th. century when the East India Company 
used to hold general meetings for the election of 
Meetings, the governor, deputy governor and the directors 
and for passing fundamental resolutions. 
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Rules are also traceable in the history of these earlier 

companies for minimum holdings as qulifications for a vote and 

Qualifying limitation of voting rights, 
shares 

The transferability of shares of Joint Stock enterprises are 
supposed to be the modern virtues of company organisation, but 
this feature is traceable in the earliest history of its 
Transferability evolution. The shares of chartered companies were 
of shares transferable unless the charter prohibited such 
transfers. Historical refrences are also found about the complaints 
about speculation in shares and stock jobbing practised about the 
end of the 17th. century. The charter granted to the Bank of 
England in 1694= provided that the Bank must keep a transfer 
book for registeratiou of the original and later shareholders indi¬ 
cating, as such, that its shares were transferable. 

There are interesting materials in by-laws, company records 
and opinions of lawyers to show that many of the modem features 
of company organisation were found even in the early days of. 
company type of business. The researches of Dubois’’ show that 
many problems which are characterised as quite modern had 
already arisen as early as the 18th. century. Thus, the charters 
of many companies prohibited share transfers until a certain time, 
from the creation of the company, in order to prevent reckless 
promotions and placing of worthless shares. 

Interlocking Directorates-a development supposed to be quite 

recent, was already there during the 18th. century and some 

charters forbade them. The charters the Royal 

Interlocking Exchange and the London Assurance Company even 
Directorates: . , , 

prohibited the holding of sharem a rival company. 

Joint Stock Enterprise in India. 

In India the organisation of joint stock enterprise is barely 
a century old. Both the idea of the Joint Stock enterprise as well 

1. A.. Dubois—The English Business Company after the Bubble Act 1720 
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as the company law have been imported from England. The first 
companies Act in India was passed in 1850 on the lines of the 
English Companies Act of 1844, and the registrations of the 
Companies were entrusted to the Supreme Courts at the three 
presidency towns of Calcutta, Bombay and Madras. In the 
year 1857 the principle of limited liability was extended and from 
there onwards a number of amendments were passed to improve 
the shortcomings of the organisation and seal the loopholes 
found in the working of the joint stock enterprises from time 
to time. 

Although this form of enterprise has developed well in India 
it has to be said that joint stook company as a form of business 
organisation has assumed its importance here only since the 
beginning of the present century. The picture of the company 
development is not quite bright in two respects: firstly, the 
number of companies registered and their life history is rather 
not encouraging; secondly, what is actually a matter of anxiety is 
that company promotion in India is not based on geuninely sound 
business principles and purposes. This is why 55°/ 0 of the companies 
registered before the nineteenthirtees were either wound up or 
discontinued business or did not commence business at all. 
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CHAPTER IX 

JOINT STOCK ENTERPRISE IN MODERN SOCIETY. 
Nature and Characteristics. 

Prior to the birth of “Joint Stockism” only a limited number 
of persons could join together in partnership with limited resour¬ 
ces fora limited purpose; with these limitations they had the 
disadvantage of an unlimited liability and instability of their 
organisation. It was mainly to remedy these defects and. draw¬ 
backs that business mind searched for a system of organization 
that could not only pool larger resources from the largest number 
of persons but could also give a continuity of life to the organiza¬ 
tion and make the liability of the members confined and limited 
to the amount of their investment. 

A joint stock company is a voluntary association of peisons 
for profit, its capital divisible into shares which are transfeiable. 
It is the creation of law, or a charter and has no natural or physi¬ 
cal existence. It is a legal entity, existing in the eye of law, 
having an artificial personality created by law. A company is 
one of such associations known to law where many persons contri¬ 
bute money or money’s worth into a common stock for a common 
purpose. In law, a company is a fictitious person created by 
some special authority, and endowed with a capacity, by that 
special authority, to acquire rights and incur obligations as a 
means to the end for the attainment of which the company is 
created and organized, Since the company is in law a person 
distinct from the members who compose it, the rights and obliga¬ 
tions of the individuals composing the company 

Company & its are not the rights and obligations of that fictitious 
members two . ,. . 

seporate things-.:- or artificial personality composed of those indivi¬ 
duals, As a natural corollary to this the rights 


and obligations of the body corporate are not exercisable by or 
enforeable against the individual members, either jointly or 
separately, hut are exercisable only collectively as one fictitious 
whole. Since the company is a legal entity, something distinct 
from the persons who are its members, a member of the company 
can both own its shares and be its creditors. In other words, one 
can be both a proprietor as well as a creditor of the company at 
the same time. 

It is clear as such that the company and the members compo¬ 
sing the company are two distinct things in law-one being 

quite seperate and different from the other. Therefore, a share¬ 
holder cannot be held liable for the acts of the company. The 
House of Lord’s decision in case Saloman vrs Saloman & Go (1897) 
is rather illustrative and interesting too in this connection. One 
Saloman, who was a leather merchant converted his proprietory 
business into a company to take advantage of limited liability, 
Saloman himself took 20,000 shares and his wife, daughter and 
four sons took one share each, there being no other share. Saloman 
also received mortgage debenture in part payment by the 
company for the business. Now, the validity of these debentures 
was questioned on the ground that the company was for all practi¬ 
cal purposes a “one man company”. It was held by lower courts 
that Saloman was bound to pay the unsecured creditors even 
though his shares had been fully paid on the ground that the 
whole scheme of Saloman was a fraud on the policy of the Act, 
as the company consisted of only one substantial person and six 
mere dummies. This decision was, however, unanimously 
reversed by the House of Lords. Lord Chancellor Halsbury said, 
“the statute enacts nothing as to the extent or degree of interest 
which may be held by each of the seven, or as to the proportions 
of interest or influence possessed by one or the majority of share¬ 
holders over others”. 
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“Under the law, a joint stock company is a distinct entity; and 
although all the shares may be practically controlled by one 
person, in law a company is a distinct entity and it is not per¬ 
missible or relevant to enquire whether it is, as compendiously 
described, a ‘one man company’ ” 

The second very vital characteristic of a company organiza¬ 
tion is the principle of limited liability. Formerly, before the 
English legislation of 1844, it was felt that the 
Limited liability:- best protection for creditors, in a company, 
was the maintenance of the principle of the 
full liability of shareholders. This view, however, was opposed 
in many circles of shrewd business experts who looked upon 
unlimited liability as very dangerous for the shareholders 
and a real burden and obstacle to the organization and creation 
of companies even for the soundest business and the must honest 
undertakings. Money under the situation could mot be found 
even for good investments. Unlimited liability was as such not 
in the real sense a protection for the creditors; and it only meant 
heavy and disproportionate risks on the shareholders’ shoulders. 
By the Act of 1844 in England, the principle of limited liability 
was therefore introduced in company organisation, By buying 
shares of a company one becomes an owner of the properties of 
the company ; and if any thing goes wrong with the company 
his (member’s)' liability is limited by the nominal amount of the 
share held by him. Thus while a shareholder may lose the money 
he has invested in the share of the company he cannot be called 
upon, beyond that, to meet the company’s obligations out of Ills 
own property. 

With limited liability is added the unlimited length of life 
as a feature of the company organisation. One of the drawbacks 
Un imited ^ioh tlie business philosophers wanted to remedy 
length of lifewas the life and continuity of partnership business 
tied up with the life of the members composing it. 


NATURE AND CHARACTERISTICS 167 

With the death, insanity, or insolvency of any member 
the partnership used to go out of existence. Like human 
life, the life of a business undertaking too was very uncer¬ 
tain. The company organization remedied this serious drawback 
and it enjoys the characteristic feature of having a perpetual 
existence. Once a company is formed, it can continue for an 
unlimited period till it is formally liquidated. A company orga¬ 
nisation is not affected by the death or insolvency of any share¬ 
holders mainly because of the fact that the shares of the 
company are tansferable under the law and, therefore, the 
shares, which, mother words, means the ownerships of the company, 
are passed on from one hand to another either by sale, transfer 
or inheritence making a perpetual succession and existence for the 
organisation. New shareholders, or owners, are continually 
coming in, one after the other, and the old ones drop out with the 
passing of the share scripts from one baud to another. “Men 
may come and men may go, but I go on for ever.” is true of the 
Joint stock organisation. 

Another main characteristic feature of the Joint stock organi¬ 
sation is that its members, the shareholders, are not the agents of 

the company. This, in other words, means that the 

Shareholder shareholders of the company cannot bind the 
not agents: 

company by their acts, and in that respect it is 
different in character from the partnership where its members are 
both the principals and the agents of the partnership firm. In a 
company the conduct of the business is the responsibility of the 
directors who are as such the agents of the company. 

Difference between Company & Partnerships: 

Both the joint stock company and partnership are association 
of individuals for the purpose of doing a business for profit. But 
the two are different from each other as a form of business orga¬ 
nisation. A company registered under the Act becomes a body 
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corporate and has a separate legal existence of its own, indepen. 
dent of the members who compose it. It is in law a person 
distinct from the members who constitute it and, therefore, can 
own and deal with property, sue and be sued in its own name and 
contract on its own behalf. A partnership on the other hand has 
no separate legel existencce, like this, apart from the partners. 

Under section 31 of the Partnership Act (IX of 1932 ) sub¬ 
ject to contract between the partners and to the provisions of 
section 30 of the same Act no person can be introduced as a 
partner into a partnership firm without the consent of all the 
existing partners. In the company there is no such restriction where 
one can get into the company without the necessity of obtaining 
any consent from the existing members. The transferability 
of share is an important characteristic of a company organization 
and a member can sell his own share and others can purchase 
shares without obtaining the consent of the existing members 
of the company. 

Partnership is a form of business organization meant for a 
small number of persons for small ventures. A patrnership thus 
under the law cannot be formed of more than ten persons for the 
purpose of carrying on the business of banking and of more than 
twenty persons for any other lawful business A company is a 
device which can accommade any number of members. Although, 

as such, the minimum number is prescribed-in that a company 

cannot have less than two members in case of a private company 

and not less than seven in case of a public company_there 

is no limit to the maximum number of membership in a company. 

The liability of the members of the company is limited to 
the amount which they have agreed to subscribe to the capital 

Limited of tIie com P an y> and when they have paid that 
Liability amount to the company, no further liability 
affects them. This redeeming nature and character 
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of joint stock company form of business substantially reduces the 
risks of the share holders and confines their risks within vcr 
narrow limits. ry 

Another characteristic feature of a joint stock Company 
organization, as different from partnership, is that there is little or 
no direct personal relation among the owners -the 
*. re holder B -meven between the owners and tie 

ship among the business. Whatever relation there is amnntf 
owners:— , , ,, lue 

owners or between the owners and the business it is 

on the impersonal basis of the capital invested in the Company. 

Joint stock company organisation is an example of 
economic democracy and very closely resembles in 
mocracy-Control respect the political democracy. There is 

sentadve' 1 ;— Pr6 ' dem0CraCy in two respects-( i ) democracy of 
ownership and (ii) management by elected re¬ 
presentatives of the shareholders. 

The general and the usual principle in our materialistic life 
is that those who own should also control in order to exercise their 
ownership. The proprietors are, therefore, usually 
therealmast ”- 111 **» indMual entrepreneur 
& control! business the sole proprietor both owns and controls 
his business; in partnership the partners have both a 
share in the capital and assets of the business as well as in its control. 
Joint stock company organization is the only form of business where 
in actual practice there is a operation between the actual owner¬ 
ship and control of the Company. The real owners are its mem¬ 
bers—the shareholders—while the actual control of the company 
lies in the hands of a small group of persons—the directors or the 
Managing Director or the Managing Agents as the case may be. 
This separation between ownership and control is due to several 

L This has been treated in greater in a subsequent chapter. 
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conditions obtaining in this form of.business, chief of them being 
the large and unweildy number of shareholders and the system 
of democratic management. 

Unlike the individual entrepreneur business and the partner- 
p . sW P> a company organisation and its manage- 

& Stake 1 ;— 0St men ^ ' s a ma Uer of great public interest and 

stake. 

The ownership of the company instead being confined to a 
few individuals or a single individual, as in partnership or the 
single entrepreneur business, is distributed among a large number 
of persons both of small and large fortunes. Bessides these, there 
are debenture holders and other creditors and the large number of 
employees associated and tied up with the course of action of the 
company. Joint Stock Company generally doing business on a 
very large scale affects and influences the market in the largest 
manner than any other form of business can do. The public inte¬ 
rest and stake is thus greatly involved in it and watchful eyes on 
them are, therefore, necessary if the society has to be protected 
and preserved, hrom the social point of view individuals can not be 
allowed to work and enrich themselves at the cost of the society. 
There are, therefore, various legal provisions making it obligatory 
for companies to disclose vital informations about their workings 
not only to the government authorities but to. the general public • 
also. The Companies Act, statutory regulations and nece¬ 
ssary legal formalities covering the working and management of 
joint stock companies are, as such, there to regulate and guard 
the public interest. 

Joint Stock Company is a form of business whose one of the 
characteristic features is the conflict of interest existing perma- 

Conflict of nen % in it. There are two main reasons for 
interest:— such a conflict: (a) the existence of several 
groups in a joint stock company and (b) the 
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system of democracy in management. There are several groups 
of shareholders, the debenture-holders, the other creditors—'all 
with differing interests ; the interests of each generally clash with 
the other. To add to this coflict there is a further clash of inte¬ 
rests because of the interests of the employees and the public in 
general being further involved in a joint stock company. A 
permanent conflict of interest therefore can and does exist in a 
company. This is, therefore, a feature which deserves examina¬ 
tion in greater details, in a subsequent chapter. 
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CHAPTER X 

PROMOTION OF THE COMPANY 

In a single entrepreneur business the individual proprietor 
himself gathers his own skill and resource and starts his business. 

In a partnership too the various owners of various resources, 
properties and business skill concerned come to an agreement or 
understanding among themselves and arrange a fusion of their 
capital and resources on the basis of their understanding, without 
any external aid, and start their partnership business. In a 
company organization, however, the initiative in starting an 
entirely new company, or in joining together existing business to 
form a large business company, generaly comes from a professional 
organizer. In a single entrepreneur business or even in partner¬ 
ship, therefore, both the initiative in organising the concern as 
well as the work of conducting the day to day 
Initial display : management and control of the business policy 
remain in the same hand. The same person 
or persons are both the initiator of business concern as 
well as the managers of the business. But in a joint stock 
company however, “wo may distinguish between the initial 
display of energy and resource and organizing power necessary 
to set a business on its legs and the detailed control of its policy 
and management in the years that follow”! In the one man f 
business or the partnership the ‘Captains of industry’ used to j 
combine in themselves both the functions of the initial organisa¬ 
tion as well as the day to day routine management. But in a 
jomt stock company the two functions are separated and the 
jmtoj ^hyqfonMgy resource” is done by professional 
1. Robertson—Control of Industry. 


organizers known technically as the company promoters. These 
company promoters, as such, are a class of business experts with 
whom originates the fundamental concept of a business which is 
to be the motivating force of a company organisation. They 
possess an unique idea of great commercial value and it is towards 
the realization of that fundamental idea that they organize or, 
technically speaking, promote a company. 

There is no legal definition of the word ‘promoter 5 either in 
the English or the Indian law. Section 37 of the English Compa¬ 
nies Act of 1929 defined the term ‘promoter’ only in relation 
. f° th® compensation for making a false statement 

Who is a , 

promater ? in the prospectus and therefore it merely says 
that a promoter is one who is ‘a party to 
the preparation of the prospectus or the portion thereof 
containing the untrue statement. Actually, however, the word 
‘promoter’ is used in business world in a much wider sense and 
therefore the word “promoter” means and implies much more as 
a term of law. As a business term a ‘promoter’ is a man who, 
imbued with an insight and idea about the worth of a commercial 
possibility, initiates the formation of a company, negotiates with 
the venders of property to be acquired by it, secures fh ancial 
support for his ventures from the financiers, underwriters and also 
the public, prepares for the preparation of the memorandum and 
articles of association, employs solicitors for the purpose, drafts 
the prospectus and organizes the board of directors. In short, a 
promoter is “one who undertakes to form a company with refe¬ 
rence to a given project, to set it going and to take necessary 
steps to accomplish that purpose”! A promoter 
His functions : performs all these functions to put his idea into a 
going concern. At times, however, promoters do not 
perform all these functions themselves: one or another of them is 
performed by other persons, 

1, Cockbum 0. J.—Twycross V. Grant. 
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A company promoter, as Ms business is, does not only 
specializes in promoting new ventures to satisfy new wants; it 
is as much his business to organise new ventures as to create new 
opportunities and new situations for old ones in order to add now 
vigour and vision to old organisations and undertakings. . i y» 
therefore, not only bring out ‘now wines’ but also put ‘old wines 
into new bottles. In a business field there are always some 
undertakings or organisations with a greater future than is 
ordinarily perceived or known : an able promoter, gifted with 
the “push and go” and having a receptive ear and a perceiving 

vision, gulvanizes the conflicting firms, reorganises them, brings 
them into illusion, procures the necessary capital they need to 
work more successfully, thus, creates a new situation for them and 
pushes thorn on to the way of success faster than they could have 
gone otherwise. Besides, the formation of brand-new business, 
the purposes and functions of a company promoter also involve 
“an amalgamation of already existing business in the fame trade, 
or working alliance between businesses in different trades’. 1 If 
the promoter aims at bringing an alliance ora combination of 
existing undertakings he first obtains from each of them, in 
return for a price paid to them, an option of the authority to 
demand, within a certain times and an specified terms, the sale 
of that business to him. Generally in such a case the old existing 
firms are paid both in money as well in securities of the new 
company. While working for their unision ho assesses the amount 
of money needed for the structural changes and improvements he 
plans to bring about and then approaches financiers for funds. 
When ho thus completes and concludes all the spade works to 
bring about the fusion and creates possibility of the new company 
earning a good dividend, the promoter approaches underwriters 
for a promise to undertake the sale of the company’s shares in 

1, Robertson—The Control of Industry. 
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return for a commission paid to them. The company promoter it 
will, therefore, appear arranges for two sets of options, the one to 
demand the sale of properties from the owners of old business to 
be brought into fusion, and the other to demand the purchase of 
new securities of the new amalgamated concern from the under¬ 
writers. If on comparision of the terms of these two sets of opti¬ 
ons he finds a sufficient margin remaining for himself, in cost and 
new securities, he safely pushes through his plans and tries to 
make his project a concrete reality. 

So far as the promotion of new ventures are concerned, the 
company promoter has to display greater imagination and skill. 
He has to apply his mind to new developments and to study and 
assess how and in what way a new invention, a new method or 
techinique of production, a new want can influence business and 
create opportunities for business. “It is his profession to detect 
new wants or new opportunities of satisfying old ones, and to lend 
a receptive but critical ear to the hawkers of new inventions.” 1 
Being detached from the dull details of the day to day routine 
workings of a business he casts his far seeing eyes and imaginative 
mind on the possibilities of new adventures, likely effects of new 
developments on business demand, desirability and on the chances 
of the development of the latent resources. He also watches the 
wastes of competition in the business and racks his brain as to 
how best to avoid them and chalks out, in that connection, a 
possible plan of reorganisation. He surveys areas and regions the 
business possibilies of which have lain undeveloped because of a 
lack ef necessary fund or the necessary enterprise. He thereafter 
applies his uncanny hands and commercial skill and wisdom to 
start a venture in order to develop those latent resources and 
unfold the business promise for the future. 

1. Robertson.—The Control of Industry. 
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The works of a company promoter are, as such, hard and 
onerous in as much as he has to read the business signs, see 
through his penetrating eyes the latent resources and possibilities 
and perceive through his imaginative mind the future of a course 
of action and has to display a diplomatic finesse in the commer¬ 
cial field in bringing together the necessary investors and finan¬ 
ciers to support his ideas and finance his projects. He is, there¬ 
fore, a man imbued with peculiar mmercial insight and wisdom 

of great “push and go.” The functions of a company promoter 

are, therefore, of great value and worth for the society in general 
and business - world on whose skilful endeavours depends the 
economic development of the people. In fact “there are few who 
do more to increase the efficiency of labour in creating material 
wealth than an able and upright company promoter : he fore¬ 
casts c.ruing developments, and he aids the public to invest 
their resources in those fields of industry which yield the best 
harvest in coming years .” 1 
Pure Promoters 

The main task of the company promoter is to discern the com¬ 
mercial prospects; and his skill and ability lies in detecting new 
wants or new opportunities of good business ventures. He must 
also be a man of “push and go” in order that he can obtain the 
financial support of the financiers and underwriters to finance his 
ventures, for a pure promoter possesses a vast fund of commercial 
insight and intellect, a capacity to detect possibilities and future 
and a capability to gather and gulvanize financial support, It is 
thus obvious that his functions are pure and undilluted and in 
which he works with funds and finance mostly extended by these 
who specialize in financing and investment. A pure company 
promoter is a connoisseur of business possibilities, which if 
explored and channelized can blossom into a full business flower, 

1, Marshall—Industry & Trade. 
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He does not, therefore, combine in himself the abilities and the 
daring adventure of either the financier or the investor. Even it 

he knows the art of financing and investment he does not as he 
should not, get himself involved in the job of a financier; for m 

that case he cannot lift his eyes and mind above the bare financial 
considerations of a business undertaking. A company promoter 
who also combines in himself the functions of a financier gets 
confined within the narrow limits of financial gain regardless of 
other and more important considerations of a business venture. 
A pure promoter, therfore, does not want to get or maintain a 
permanent financial interest in a business organization. Even 
when, as such, he receives a payment of his remuneration m the 
form of shares in the company, he has promoted, he unloads those 

shares at the earliest opportunity and becomes free from the dull 

and day-to-day interest of a company organization. A permanent 
financial interest in a company dulls his sharp business perception 
and adulterates his pioneering purity. The life of a shareholder, 
a director, or a debenture holder or a financier does not appeal 
to him nor is suited to his peculiar job of conceiving the business 
possibility and delivering a business baby. He does not appreciate 
becoming permanently associated with the day-to-day activity Oi 
that baby which after its birth is to be looked after by others 
who are in the line and are interested in the up-keep. Therefore, 
“once the baby is out of its swaddling clothes, he is off to seek 
new worlds to conquer.”’ But this does not, however, mean that 
the company promoter loses interest in it after its birth and is m 
that respect callious in his attitude and thinking. He watches it 
from a distance, feeling happy if it goes on well, sound and stable, 
and easts careful and anxious thought if it does not run well. 
Promoters and their kinds. 

Strictly speaking there cannot be kinds of promoters. In toe 

strict sense there is only one kind-the real and upright 

"TRobertson—Control of industry. 
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promoters gifted with the imagination and insight for descrying 
the directions in which new applications or new combinations of 
capital, labour and enterprise are required, for overcoming preli¬ 
minary difficulties and for turning a project into an accomplished 
fact”-* Such real and upright promoters may be called the profe¬ 
ssional promoters because they make their life a career to promote 
companies. Such a promoter does not get involved or permanently 
attached to any company after it comes into existence and there¬ 
fore, as has been said earlier, ‘once his baby is out of its swadding 
clothes, he is off to seek new words to conquer.” But that is not 
always true and persons working as promoters do act differently; 
and this different behaviour has preated, as such, different kinds of 
promoters, depending on the difference in the nature, character 
and function of the promoters. 

There are thus those who do not adopt promotion as a career 
but undertake promotion only occasionally. They are known as 
occasional promoters because of this occasional nature of business. 
There are again certain men who do not even undertake occasional 
promotion work hut because of a particular interest in a particular 
venture they take part in the promotion of that particular enter¬ 
prise. They are, therefore, not promoters from the nature of their 
business or activities but become promoter for the particular 
occasion of promoting a particular venture. They are known as 
Promoters ‘Pro Hoc Vice’ (for this occasion) 

Prom the common usage of the word ‘promoter’ it has per¬ 
haps come to depict in the minds of many the idea of an indivi¬ 
dual. But it is not necessary that the promoter should be an indivi¬ 
dual. Promotion is a sort of business which may be carried on 
individually, or in partnership with few others, or with an associa¬ 
tion of a pretty large number of persons. A promoter, thus, may 
be an individual, a partnership firm, a syndioato or even a eom- 

1, Robertson, D, H,—The control of Industry. 
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pany, as long as it carries and conducts to mould a company 
6 it bieath of life and set it as a going concern. 

Generally speaking, in India promotion is not a specialized 
kind of business persued as a career by specialized individuals 
Here it has become mixed up with financiers and organizers'. 

' Promotion is cai ' ried on those who after the company comes 
into existence become permanently involved in its management 
and control. In most cases, as such, Managing Agents are 
the Promoters, 

State as the Promoter 

In a country developing towards socialistic economy, the state 
takes upon itself the promotion functions for business enterprises 
to be started and established in the public sector, For this 
purpose the Government establishes special agencies for doing 
promotion works. The Industrial Development Corporation, in 
India, for example, is an institution some such functions besides 
others, “The industries included in the public sector will be the 
definite responsibility of the state and development in these 
industries in the future, by bringing into being new units, will 
undoubtedly be the responsibility of the state”! Tor this pur¬ 
pose the Government establishes special agency or agencies for 
doing promotion works. The Industrial Development Corporation 
in India, for example, is an institution having some such estab¬ 
lished, in 1954, with investigatory and promotional functions. 
Pormally, it is authorised to engage in “the promotion of indus¬ 
tries for the manufacture and production of plant, machinery, 
implements and goods of any description likely to promote indus¬ 
trial development*•• •*•<•••.*” In the words of Sri C. D, 

Desmukh, the former Finance Minister, it is “an instrument for 
securing harmonious development of industries in both the 
public and private sectors.” 

1. Journal of Indusiries & Trade, Nov. 1956 (from an address by the Minister 
. of Commerce & Industries ), 

2, J. V. S. Rama Sastri. , 
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Fake Company Promoters :~ 

Promoters as a class of persons have in their hands the diffi¬ 
cult tasks about the creation and moulding of the company. They 
have the difficult job of exploring the possibilities of floating a 
company in a certain line of business activity in a certain field. 
It is, as such, not an easy matter to find a man of sufficient ability 
•and financial responsibility to undertake and carry it out in its 
purity, and such able and real promoters are few. But in actual 
practice, in the rush and haste of commercial activities and per- 
.suits the job of company promotion has now become a business in 
itself for profits and gains. Thus promotion activities are entered 
into not on a sound exploration of business possibilities for float¬ 
ing some sound business venture for opening up some latent 
commercial resources but persons now indulge into the promotion 
job with the immediate object of reaping some personal gain out 
of the promotion, During the last few years, as such, there has 
been a great increase in promotions, the leading feature of which 
has been insincere inducements and fraudulent deals. Such 
promoters do not thoughtfully pioneer business ventures but 
rather choose them in a very common way. They bank not on 
the business worthiness of their venture but feel strength in their 
art of inducing the public to believe that the venture being 
promoted by them is bright and has a good chance of success, al¬ 
though they themselves doubt its worth. These promoters, there¬ 
fore, instead of feeling any responsibility towards the public forget 
that they are to organise industrial co-operation on purely busi¬ 
ness lines, behave like the "zealous stock salesman who paints his 
■bargains in all too glowing colours in an attempt to disarm the 
circumspect purchaser” 1 In America and some other countries 
many such fake promoters have falsely induced the public in 
their proposals, which are generally ill-conceived and week, and 
have made money at the cost of the general public, They make 

1. Doaald-Haadbook of business Administration. 
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overstatements, with assertion, mislead and lull the investing 
class into a false sense of bright prospects. The common working 
method of such fake promoters is their efforts and attempts at 
amalgamation of competitive business. Promotion schemes, 
involve not only the foundation of a brand-new business but also' 
an amalgamation of already existing businesses ; and for fake- 
promoters who want to reap a good and easy harvest by deluding 
the public the amalgamation or the fusion scheme is very lucrative. 
In such cases the promoters publicise and succeed in inducing the- 
public to accept a very estimate of the economies to be obtained 
by the amalgamation of competitive businesses. Once the public- 
is induced to accept what the promoter presents, the whole thing 
will have to be put in the hands of the promoters along with 
some capital to work it out; and in the process of securing opti¬ 
ons, (for amalgamations) advertising etc. great expenses are- 
shown and in the whole process a huge amount is made. The- 
fusion is generally overcapitalized and in this the promoters- 
gain at the expense of an ultimate loss falling in clue course on- 
the investors. The promoters thus get rich rewards, and quite- 
easily, and then get out of picture. After some time the hopes- 
given by the promoters are belied, and the results predicted falsi¬ 
fied by experience and the public is left alone to hold the 
empty bag. 

Such fake promoters are like the speculative dealer and they 
leave behind bitter memories which die hard. As a result oi these- 
fake and fraudulent promotions the task of even upright and 
real promoters has become difficult; for the public has become- 
suspicious of the promotion business. The public and the press have- 
become critical and watchful and do not now easily give a recep¬ 
tive ear to the promoter; "the detective forces of organized 
knowledge in the public press and elsewhere grow cumulative}, 
and the new elements in his guiles are less in each generation 
than in the proceeding.” 1 
dl”MiirBbaiT--Tndustries and Trade 
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Promoters, liability and responsibility : - 

The history and memories of fake and fraudulent promoters 

bring us to the threshold of a new but complicated question- 

what is the liability of the promoters for their questionable acts ? 
The question arises in connection with an. action for damages or 
for recovery of money belonging to the company. A question of 
liability of the promoters involves a question as to the position of 
the promoter visa vis the company which he promotes. Is the 
promoter, in the position of an agent if the company or a trustee 
of the company, to be bound down in both these capacities 
Although popular opinion considers him to be agent but techni¬ 
cally he cannot be supposed to be an agent nor held responsible 
as an agent of the company. His function and duties cannot be 
based on the assumption that he is an agent for the company ; 
for the promoter works before the company is formed and no one 
can act as the agent for a company which does not as yet exist. 
Although one can act as a trustee for persons not yet in existence 
but speaking from the technical point of view the promoters are 
also not trustees in the strict technical sense. As the position is, 
promoters have the duty of deciding how and when and in what 
shape and circumstance and under what supervision the company 
shall come into existence and begin functioning as a commercial 
concern. In the fullest sense the promoter is a man who initiates 
and organises and forms a company with reference to a given 
project. The promoter, therefore, undoubtedly stands in a fiduciary 
position to the company ho promotes and he is charged with 
all the duties of good faith and bonafide initiations which generally 


attach to other trusts. A promoter, therefore, whose interest is 
not merely the good and successful working of the company but 
also some profit to him in some shape or the other has the obliga¬ 
tion to work openly and abstian from securing any benefit of an 
undisclosed character. If the promoter, therefore, acts openly and 
discloses in clear and unambiguous terms his main interest in the 
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company which he promotes no body-neither the company 

as a whole or the shareholders-can disturb him or question 

the possesion of such gains in the profits by the promoter. If, 
however, on the other hand he has made some secret profits or 
gains in the company, through its promotion, he becomes liable 
for it and the company can very well bring action against him. 

If there were some secret profits made by the promoter the 
company can recover them from him. The proper commissions 
he wants for his jobs must also be disclosed and the promoter 
becomes liable for any secret commision and the company can 
ask or sue for its refund. If the promoter purchased some pro¬ 
perty with an idea to sell it out to the company he is hound to 
disclose the purchase price paid by him and his profit in order to 
exclude liability. 

Promoters sometimes get allotment of shares as remuneration 
and all upright promoters prefer to sell them out instead of 
maintaining a permanent interest in the company. In such cases 
a promoter’s profit may consist in the price-difference earned by 
the re-sale of the shares allotted to him. Here it is held that if 
the promoter received an allotment of shares before the filing of 
the statement in lieu of prospectus it becomes his duty to disclose 
it and account to the company for any profit made by him through 
the re-sale of such shares. He becomes liable for action if he 
does not do so. 

It is obvious that in order that the promoter may exclude 
liability he must disclose his interests; and such disclosure has to 
be full and complete; for an incomplete disclosure may mean non¬ 
disclosure. But then the question arises as to wliome this dis¬ 
closure has to be made. Evidently, such disclosure are to be made 
to the shareholders and the directors. In this connection it is said 
that it is the responsibility of the promoters not only to disclose 
their agreements to the shareholder hut also to provide for an 
independent body of directors who can really act for the company. 
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If, however, the original shareholders or hoard ol directors were 
the promoter’s nominees, these shareholders and directors would 
act as obedient servants of the promoter concerned and not of the 
company. Any disclosure by the promoters to such shareholders 
and directors does not carry any meaning and, therefore, cannot 
absolvo the promoter from responsibility and liability. In one 
sense, therefore, it is just and proper for the promoters, if they 
are actually honest, to provide for an independent board of 
directors and a body ol shareholders. 

In European legislations promoters arc called “.founders 
( Grimier ) and in that direction founders are liable lor the 
correctness and completness of all statements made in course oi 
the promotion works, taking of or payment of shares, expenses 
of promotion etc. etc. Thus in this sense liability and responsi¬ 
bility is imposed on the promoters for misstatements and non¬ 
disclosures. If the company suffers any loss or damage in respect 
of its property or acquisitions due to the wilful or gross negligence 
on the part of the founders, ortho promoters as they are called, 
they become liable to the company for the loss, damage and 
oompansation. In order to escape liability and responsibility in 
these matters the promoters (founders) have to prove that they 
had exercised the diligence of an ordinary man and they neither 
had nor could bo expected to havo the knowledge of the facts 
involving the liability. 

In the French Law 7 promoters, or the fondateurs . as they 
are called in the French Language & Law, the promoters are liable 
to the shareholders and also the third parties in case of failure 
of the formation, if ofoourse the failure or nullity results due to 
their negligence or fault. 

Speaking generally, promoters’ liability to third parties 
depends on the nature and character of promoters’ agreement 

I, The French Taw of 1802. 
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with them. During the course of promotion a promoter enters- 
into contracts or agreements with various persons to secure 
materials, service and assistance in his venture. These agreements- 

are of two kinds-one entered into on behalf of the intended 

company and the other on his own behalf. It is a general rule 
that if the promoter makes that agreement or contract in the 
name of and on the credit of the intended company no personal 
liability will attach to him unless the agreement is one which the- 
company, when formed, has not the power or authority to make 
under its charter or the articles of association. Secondly, on 
account of the difficulty of inducing the public to lend ci edit and 
assistance to a non-existent company the promoters sometimes 
have to make contracts or agreements ill their own name and 
upon their personal credits. The promoters are personally liable 
to third persons for such agreements and their performance. They 
can, however, be relieved from this liability and responsibility in 
such cases if the company after it comes into existence subse¬ 
quently adopts these agreements as its own and assumes-- 
responsibility. 

It must, however, be said that that there is no codified law 
specifying the liability of a company promoter and whatever 

liability and responsibility are assumed they are generally based 
on the general law of the land and the court’s interpretation and 
opinions as to what a promoter should not do, There is only one 
general principle with regard to a promoter that he stands in a 
fiduciary position with the company and, therefore, can he charged 
with all the duties, responsibilities and liabilities of good iaitb 
which attach to any position of trust. “In this respect he is held 
to the high standards which bind directors and other persons 
occupying fiduciary relations.” 7 

c °- sigei " " 2 91 2#8; 

Mass. 159. 
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Promotion Stages 

Promoters mould, shape and create the company and ulti¬ 
mately give life and breath to it. The task is onerous and arduous 
and involves several kinds of works before the company can come 
into existence. In other words, there are several steps or stages 
which have to be climbed and crossed before one can reach the 
final floor of promotion. 

The first and the foremost work in this direction is the dis¬ 
covery of the idea about the thought-out project or venture. 
Promoters are the persons with whom originates the fundamental 

concept-an insight into the possibility of a commercial venture, 

The promoter first of all perceives the capabilities of a business. 

When such an idea or insight dawns upon the skilful promoter 
he puts his legs on the second step-the step of making preli¬ 

minary investigation to weigh the worth of the thought-out 
project--ho weighs the chances of success and failure. 

In case the preliminary investigation or the estimates are 
encouraging and indicates a hopeful future the promoter puts a 
step further and embarkes upon a detailed investigation of the 
whole thing, The plan is drawn in detail, the operating expenses 
and estimates are determined, with as much correctness as possi¬ 
ble, and they are compared with the approximate returns, An 
exhaustive researoh is made into important problems with the 
help and assistance of experts in the various fields ; engineers, 
chemists, geologists, financiers etc. are all consulted and put into 
the work and their opinions are checked and re-checked with 
better experts in the field to make sure of what they say. The 
size of the plant, the locational pattern, the financial plan, the 
transport and market facilities etc. etc, are all analysed and 
thoroughly looked into. In other words a through investigation 
is made as to whether the venture will be a sound concern yield¬ 
ing good returns. 
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If after the detailed screening of all the connected matters a 
good picture emerges out the promoter has then reached the 
■assembling stage where he plans, prefers and collects the various 
resources, properties and services for giving his idea a shape. He 
.makes trade contacts with trade associations, transport and 
marketing agencies, suppliers of goods and prepares for the legal 
formalities and outlines the system of management and control. 
When he completes all these he turns his business idea into a 
possibility bubbling with life within. 

Since a pure promoter works mainly with the resources en¬ 
trusted to him by other people he starts enlisting and securing 
■the support of financiers, underwriters and the investers. This is 
a stage of financing his proposition where he has to obtain subs¬ 
criptions to the capital stock, raise funds to cover expenses untill 
the company comes into existence and enter into preliminary 
agreements and contracts with persons and firms who are to be 
•associated with the company and brought together. 

Works at all these stages of promotions are daring and diffi¬ 
cult and require great skill and wisdom. The necessity of proceed¬ 
ing coutiously and ploding patiently through all these difficult 
details does not only require the quality of “push and go” in a 
promoter but demands a diplomatic fineasee of great commercial 
.standard in. preparing the public and financiers to accept his 
proposition. 









CHAPTER XI 

FORMATION OF THE COMPANY 
Students of business organization and those concerned with 
or interested in company or corporate management should be, as- 
they have necessarily to be, fully familiar with the proper pro¬ 
cedure and the successive steps necessary to bring a company 
into existence, 

The Controlling Law: 

In every country legislatures in the exercise of their sovereign 
power may create a company by a special enactment, applicable to 
a particular company so created, or they may also 
rai° Aefc.° r Gen9 ' a ^°P t; a general law prescribing the conditions upon 
which any company can be formed or incorporated, 
In the days of yore creation of companies was originally 
brought about by special procedures—charters, letters patent from 
the sovereign or special statutes. There was no general law 
covering business companies; the regulations applying to the 
company were in each case defined by the charter creating the 
company and the regulations defined and laid down in the charters 
were simple and scanty. In Britain and the U. S. A., however, few 
rules were envolved by the courts which applied and elaborated 
the general principles of the common law. This system of regula- 

Tho octroi ^ on * * n formation of the company, was called 

aystom: by European authors the octroi system and worked 

well only so long as the company formation was 
small and scanty. But with the growing number of incorporations 
this system proved very inadequate, and cumbersome too, and 
it was felt exceeding necessary, whereever the number of incor¬ 
porations increased, to envoive and develop general rules governing 
company formation. 
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In Europe enactments were made which used to lay down 
main principles for the regulation of corporate life 


■Concessions 
system: 


although special charter was also required for each 
incorporation. The procedure was called by the 


■German authors as the concessions system. 

By the middle of the 19th century a system of general law 
covering the incorporation of company in general developed and 
in Britain, and the U. S. A. the necessity of special government 
enactment was despensed with except where the object of the 
enterprise required a specific situation or condition, as with rail¬ 
ways, irrigation projects and other public undertakings. In 1867 
Trance adopted the same principle. In Germany where the 
commercial code of 1861 had left it to each state of the conferder- 
ation to decide whether to retain the requirement of special con¬ 
cessions or to have incorporations in the general way, the law of 
1870 dispensed with special concessions. 

In the formation of Companies, therefore, most countries of 
the world have now switched on to the principle of free incorpor¬ 
ation-the so-called normative system as it is 

Bystoin^OTfcho sometimes termed. Tree incorporation,however, 
general mabllng does not mean that the formation of companies 
is not subject to any regulation. The rules are 
there governing incorporations in the general way, and free incor¬ 
porations only means that so long as the enterprisers who want to 
incorporate comply with those rules the company can oome into 
being by virtue of the general law. The formation of companies 
and the possibility of a corporate existence therefore now does not 
deponed on the grant of a charter, but on the free volition of the 
businessmen wanting to be incorporated. There are thus now 
almost every where a general enabling act under which business 
enterprisers may come together and band themselves as a com¬ 
pany. The general enabling act is a general regulation of the 
subject and those who want to come within the terms of the 


9 . 
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statutes and comply with the conditions prescribed therein. Thus 
the usual method of incorporating is by compliance, on the part of 
those who want to form a company, with the general laws of the 
land -where the company is to be incorporated. 

A Government’s attitude towards incorporation may be 
passive or alert and conscious. In the first case the government 


Attitude of 
the atate : 


may not like to exercise any supervision over the 
creation of a company and in that case the govern¬ 
ment instead of excer.cieing any check and screening 


Passive and before incorporation leave things to the own judge- 
supervisory : 

ment of the incorporators as to whether they have 
complied with legal requirements. In such cases it becomes a, 
matter of subsequent judicial examination and decision whether 
or not the incorporation has been lawful. Looked at from the 
point of view of the society such an attitude of the state is rather 
unhelpful and unsocial. It is unsocial because with such an attitude 


of the state the business elements of the society-the share¬ 
holders, the creditors, both actual and prospective-are left in. 

dark and doubt as to whether the company has been duly formed 
in compliance with the law. The shareholders, the 


Public 

expectation: 


creditors and even the general public ought to be 
placed by the government in a position where they 


can know whether or not they can rely on the legal validity of the 


incorporation. Some kind of preliminary and elementary check 


and screening and supervision in incorporation must be provided 
by the state so that the public in general is not entirely thrown 
on the uncertain crest of a questionable formation of the company. 
Public interest and anxiety in the question of the validity of for¬ 
mation is just reasonable; and it therefore requires some sort of 
organisation and system by the Government to exercise prelimi¬ 
nary supervision in order to see that legal requirements have been 
complied with by the incorporators. Everywhere, therefore, 
there are some sort of administrative set-up to exercise this 
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supervision on incorporation. In India the offices of the Registrar, 
Joint Stock Companies and then now the Company Law Adminis-' 
trator do the job. 

The legal provisions and the administrative set-up and system 
for the exercise of cheek and supervision on the incorporation of 
companies, are, however, very inadequate and not enough to 
safe-guard public interest against rash and fake promotion of 
companies. When the incorporation and registration is done 
with the government, the question is bound up with that of 
the effect and implication of registration in all its aspects for 
the public in general. At present, and under the system prevail¬ 
ing, the act of registration or incorporation is merely declara¬ 
tory. The authority concerned merely certifies that application 
tor incorporation has been made and documents submitted are 
apparently in compliance with the legal provisions. This much 
cannot be said to be an adequate check or supervision for the 
public; for even if the legal provisions have been complied with 
the proposition may be unsound and not likely to go on advan¬ 
tageously. In the public interest, it should be the duty of govern¬ 
ment authority to examine the documents, submitted with the 
application for incorporation, to look not merely into the compli¬ 
ance of legal provision but to assess and weigh the soundness and 
workability of the provision from all different aspects so that 
after the incorporation the public has not to lament and regret 
over their investment and business connections with the company. 
Incorporation, if it is to be looked at from the point of public 
policy, has to be based on a through examination of the promotion 
proposal instead of a routined, stereotyped business as at present. 
For this the Registrar or the Company Law Administrator or any 
other authority concerned has to make a detailed and thorough 
enquiry and investigation about the company to be incorporated 
to he satisfied not only about the compliance of the legal provisions 
but also about the soundness of the proposal in its every detail. 
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The nature of business intended by the proposed company, its field 

of business, its capital structure envisaged by the promoters, its 

financing formula, its set-up, organisation and organisers have all 
to be thoroughly investigated and scrutinized. The decree, order 
■or the certificate of incorporation granted by the competent 

authority must be a constitutive act definitely affirming a sound 

■creation of the company so that not only its validity can be ques¬ 
tioned but that no public linger is also likely to be burnt m such 
a company. For this the office of the Registrar, or the Company 
Law Administrator or any other authority charged with the duty 
of granting the certificate of incorporation should not be a mere 
registering authority but a Super promoter. The Registrar, or 
any other authority, by whatever name he may be called, cannot 
be supposed to be an all rounded business and company law 
expert to discharge this function. It is, therefore, desirable in 
the public interest that incorporating organisation of the govern¬ 
ment should consist of three or four experts in different aspects of 
business who can really examine, as the supor-authority, the 
soundness of the proposal, from the different sides before incorpo¬ 
ration. A certificate of incorporation which merely certifies that 
all the requistions of the Companies Act in respect of registration 
or incorporation have been complied with is a perfonotory incor¬ 
poration from the public point of view and is of small significance 
from considerations of proper safe-guard for the public. A certi¬ 
ficate of incorporation should be not merely a prima facie but a 
conclusive evidence of not only the legal regularity but of the 
■soundness of the promotion too, so that the investors, creditors 
and other members of the public could confidently feel that all 
prior matters, precedent, incidental and essential to, an upright 
promotion have been scrutinized and settled. 

For a unified and co-ordinated control and screening previous 
to incorporation it seems desirable to have the supervision centra¬ 
lized ; decentralization in this preliminary and first supervision, 
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check and control on incorporation cannot be conducive to unity 
and consistency in practical handling of the supervisory and 
controlling functions. 

Since the second world war a quite different kind of control 
and screening has been considered desirable and, therefore, a new 
legislative approach towards it has been evolving. 
Capital Issue: Aa a P ublic du ty tbe Government want to assume 
control of the capital market; and this is very 
necessary in countries having a planned investment and develop- 
ment programme to be regulated and initiated by the government. 
Control of capital was initiated as a war time measure 
during the second world war but certain governments have per¬ 
petuated this wartime device as an instrument for the develop¬ 
ment of the planned economy. Control of capital issues as also 
the incorporation are thus two main supervisory measures excer- 
cised by the government,at the initial stage. 

The enabling act outlines and prescribes the procedure to be 
followed in creating a company and the details of the procedure 
may, therefore, differ in different countries or the 

Fomalities of states. It is neither necessary nor desirable, within 

company ^ 

creation : the scope of the present work, to go into these 

differing details, in deferent countries and the 
discussion will as, such, bo kept confined to a resume of the 
essential steps generally required for incorporating a company. 

For a company to be created it is necessary for a certain 
number of persons to deoide on the formation of the company 
and lay down its constitution—the Memorandum and the 
Articles—and to secure a certain capital for it, provide an organi¬ 
sation for its preliminary management—i.e. name a Board of 
Directors—and lastly have the formation registered by the appro¬ 
priate authority of the government. 

In some of the states of America the first step necessary in 
forming a company is the publication of a notice on the part of the 
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incorporates of their intension to form a company and the next 
steps are the preparation of the Company’s charter or the articles 
of incorporation, as it is sometimes called, it filing etc. 

The requirements of the British law are rather quite simple 
and they have mostly been adopted in India too. Seven persons— 
or two in the case of a private company— have to subscribe their 
names to a memorandum of association, each of them taking up 
atleast one share and submit a declaration signed by a solicitor 
testifying that the requirements of the law have been complied 
with ; they must also file along with the memorandum and the 
declaration a statement detailing therein the amount of nomi¬ 
nal capital, the address of the registered office and particulars 
about the directors. The government organisation—the Registrar 
or the Company law Administrator, as the case may, after having 
a screening of these documents and after being satisfied about the 
legal validity of the formation registers the Company and the 
company then is said to have come into existence by virtue of 
its registration. 

Memorandum of Articles: 

The adoption of, a Memorandum of Association is essential; 
the Articles of Association is also necessary but a company may 
dispense with the articles; and in that case the regulations con¬ 
tained in the standard form of articles set forth in Table A of 
the companies Act apply. The Memorandum is a document of 
utmost importance in view of the fact that it is a contract bin¬ 
ding the company and. its members to the observation of its 
provisions. It defines the company’s powers, limits the scope of 
its operations and is practically the charter of the Company for 
the guidance of the outside public. Articles of Association on the 
other hand is a document of the company which specifies it rules 
of conduct, Articles may be defined, as such, as the regulations 
framed for the internal management of the company constituting 
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a contract between the company and shareholders individually 
and also, between the shareholders inter se. Both the memo¬ 
randum and the Articles have to be drawn in accordance with the 
legal provisions and neither may be contrary to law ; but should 
they be so their stipulations will be void. Articles are controlled by 
the Memorandum and as between the Articles and the Memoran¬ 
dum, the memorandum prevails. “The memorandum is, as it were, 
the area beyond which the action of the company cannot gojinside 
that area the shareholders may make such regulations for their 
own government as they think fit”* “On the other hand the 
articles may be used to explain the memorondum, though such 
explanations and construction may not be used so as to extend the 
object of the company, and generally such construction cannot be 
applied to those provisions which under the Act are to be inserted 
into the Memorandum.”* 

The distinction between the Memorandum and the Articles 
of Association was originally very important and far-reaching. 
The incorporators were free to adopt any form of the Memoran¬ 
dum they wanted, but once it was adopted its contents were un¬ 
alterable except merely for the increase of the share capital. There 
was no such rigidity about the Articles; and the Articles, on the 
other hand, could be altered of course in the specific way by a 
special resolution passed at a general meeting of the members, 
Gradually, however, this rigid sanctity of the rule that the Memo¬ 
randum is unalterable lost its farce and both the Memorandum 
and the Articles can be altered, although in the way prescribed for 
such alterations. The power, however, to alter the Memorandum 
and the Articles is vested in the shareholders in the general 
meeting and cannot be delegated to the Board of Directors. 

In Canada the place of Memorandum of Association is taken 
by the Memorandum of Agreement and the Application for the 
' T. Lord cairns the Ashubury, Railway, etjj. co. vrs, RieheB ( 1875 ) 

1. A. B. Levy—Private Corporation. 
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issue of the charter (Letters Patent), The Companies Act there 
does not also contain a table of articles: instead it prescribes 
regulations of such matters by by-laws. These by-laws can be 
enacted, altered or even repealed by the Board of Directors of 
the company subject to provision that such enactment, alteration 
or repeal is to be confirmed by a general meeting. 

In the II. S. A., likewise, there is a distinction between the 
two kinds of documents——between the docoment containing 
the essentials and that containing the detailed regulations. The 
document containing the essentials is called the Articles or the 
Certificate of Incorporation; the delailed regulations are still 
called the ‘by-laws’. 

Under the Hungarian Law, the Memorandum is the first stop 
towards the formation of the Company and is treated as the very 
basis of the company. There the Memorandum is called the pros¬ 
pectus or literally the “Draft” of the company and has to state 
the object of the company and its duration, the amount of the 
capital, the number and nominal value of the shares, the advan¬ 
tages to be granted to the promoters, the date of closing the 
subscription list. The “Draft” of the company in the Hungarian 
laws, therefore, in effect and purposes, takes the place of both 
the Memorandum of Association as well as the prospectus. 

The Swedish law too maintains a distinction between the 
Memorandum, which is called there the “Pounding Document” 
and the Articles of Association called the “Company Regulations”, 
The first is to be drawn up by the promoters and the second is to 
be settled by the constituent meeting. 

It must, however, be said that in spite of little differences in 
details about the documents for the formation of a company the 
general trend of evolution on the whole is similar every where- 
The Prospectus. 

The subscribers to the Memorandum have to take up a certain 
amount of capital; they have to subscribe to atleast one share 
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THE PROSPECTUS 

each. That part of capital which, however, is not taken up by 
the subscribers to the memorandum is thereafter obtained from 
persons who wish to join the company and become its members. 
There are some other methods too, like (a) offer for sale—where 
a third party e,g. an Issue House takes over the securities of a 
company in block (b) Private placing-in which the case a 
company places its shares privately, with the help of stockbrokers. 

Subscription to share is thus made either by private agree¬ 
ment or by an. invitation to the public, A private agreement 
to take shares in a company is subject to the general rules of 
contract and there is no different between an agreement to take 
shares and any other agreement. But, the popular method of 
obtaining capital is by the issue of an invitation to the public— 
—offers' of the shares to the public by the issue of a prospectus 
i.e, a written or printed invitation setting out the terms and corn 
ditions on which the shares may be taken and also giving therein 
the general information about the company indicating its pros¬ 
pects. Any notice, circular, advertisement or other invitation 
offering shares to the public is deemed to be a prospectus. 
The contents of the prospectus are prescribed and the prospectus, 
except when published merely as a newspaper advertisement, 
has to disclose : ( a ) the contents of the memorandum with 
particular reference to the signatories thereto and the number 
of shares taken by each of them(b) particulars as to the 
founders or management or defered shares, if there be any, and 
the interests of the holders thereof in the property and profits 
of the company, (c) qualification shares fixed by the Articles 
for a director (d) the provisions of the articles in respeet of the 
remuneration of the directors (e) the names and addresses of the 
directors (f) the amount of preliminary expenses payable 
by the company (g) the minimum amount which, in the opinion 
of the directors, is required to cover the extenses mentioned and 
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to provide for the working capital (h) what amount is payable 
on application and what on allotment of each share (i) the amount 
or the estimated amount of preliminary extenses (j) the material 
contracts, outside the ordinary course of the business, made 
previous to the issue of the prospectus (k) the names and 
addresses of the auditors (1) if there are defferent classes of 
shares, particulars as to the voting rights and rights in respect 
of capital and dividends attached to each class ( m) the names and 
addresses of underwriters, if any (n) the rights of shareholders 
(o) the restrictions, if any, on the members of the company in 
respect to the right to attend, speak or vote at meetings or on the 
transfer of the shares to the directors of the company in respect 
of their powers of management, 

A form of application is also to be issued together with the 
prospectus; this of course does not apply to bonafide invitations 
for an underwriting agreement or to shares which are not offered 
to the public. 

Formerly, the rules regarding the issue of prospectus were 
evaded by manipulation ; what the company used to do in such 
cases was to place of shares by private agreement with a finan¬ 
cial house on an understanding that the latter would later on 
effer those shares to the public. The financial houses engaged 
in such transactions used to play up the shares only after they 
had been offered to and taken by the public and in such cases the 
financial hours realized substantial commissions. Although the 
placing of shares with financial houses were of a formal character 
it was held that the company was in no-way responsible for the 
prospectus issued by the financial houses. This position has now 
been altered and the company is now liable to the subscribers in 
the same way and to the same extent as if it had itself issued 
the prospectus, 
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The prospectus of a company, since it is an invitation, may 
be made as attractive as possible but it must not be misleading 
in any way. 

Liability for the Prospeetus. 

The subscribers are entitled to rely on the prospectus and 
are not bound to verify its contents and he may assume without 
looking into or inspecting any other document which may be 
offered for inspection, that the statements contained in the pros¬ 
pectus are correct, true and dependable. The legal view, there¬ 
fore about the prospectus is rather strong and clear; the prospec¬ 
tus must reveal facts in their true colour so that there 
can he concealment of any material fact from the investors. 
Those who are responsible for issuing a prospectus- “are bound 
to state everything with strict and scrupulous accuracy and not 
only to abstains from stating as fact that which is not so but also 
to omit no one fact within their knowledge the existence of which 
might in any degree affect the nature or extent or quality of the 
privileges and advantages which the prospectus holds out as 
inducement to take shares”. 1 In the prospectus of a company 
“no misstatement or concealment of any material fact or circum¬ 
stance ought to he permitted; that the public who are invited by 
a prospectus to join in any new venture ought to have the same 
opportunity of judging everything which has a material bearing on 
the true character of the adventure as the promoters themselves 
possess, and that the utmost candour ought characterise their 
public statements.” 2 

Liability for the prospectus is fixed upon (a) every one who 
is a director of the company at the time of the issue of the 
prospectus (b) every person who with his consent is named 
in the prospectus as a director (c) every promoter who had a 

1, Kindersley. Y. 0.—New Brunswick, etc. co. vrs. 

2. Lord chelmsford— ‘Central Railway of venzuela vrs, kisch. 
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hand in the issue of the prospectus and (d) every person who 
authorised the issue, 

One can, however, escape the liability and responsibility for 
the issue of the prospectus if lie proves that on becoming aware 
of any untrue statement he withdrew his consent and gave reason¬ 
able public notice of his withdrawal therefrom and the reasons 
therefore. His withdrawal, however, is operative to absolve him 
from responsibility only if it was made public before the allotment 
of shares. One can also escape from the responsibility if he can 
prove that he had consented for the issue of the prospectus be¬ 
cause he had reasonable ground to believe that statements 
contained in the prospectus were true and did so believe that till 
the time of the allotment of shares was made. 

The prospectus of a company, therefore, must tell the whole 
truth and if the prospectus fall short of it and is misleading in 
any way, steps may be taken for the recession of the contract of 
subscription and for the action of deceit; shareholders may ;~ 

(1) apply for rectification of the register which means that 
they may get their names removed from the Company’s list of 
members, and 

( ii) Use other remedies against the company and the direc¬ 
tors-to demand recession of the contract to claim their 

money hack, seek damages against the company and damages 
against the directors based on deceit or go in for criminal procee¬ 
dings under the Penal Code. 

The legal provisions and rules about the necessity of prospec¬ 
tus speaking only truth--truth which is full and complete and 

not a broken truth. But the legal provisions can at least be said 
to be only admirable prin ciples not likely always to be applied 
with the regour which is necessary in public interest. It is, as suoh, 
found that in practice misleading prospectuses are issued and 
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the public misled by it finds great trouble in getting a relief 
because of the difficulty in having a rigorous application of the legal 
principles. Thus it has been held that the mere proof of mere non¬ 
disclosure of any material fact in the prospectus is not enough to 
entitle a victim to relief by way of recession of the contract of 
subscription. The right to recession is lost if it is shown by the 
other side that the shareholder could discover the truth by reaso¬ 
nable deligence or if for some reason or the other action could not 
be taken within a reasonable lime ; and what is a reasonable time 
depends upon circumstances and individual interpretation. 
Similarly, action of damages, for an incorrect or false statement 
in the prospectus, can be tenable only if the misrepresentation is 
one of fact. Now what facts are material and what not depends 
upon an interpretation of the circumstances. In determining and 
deciding claims for remedies against misleading prospectus “the 
courts are still inclind to strictly the rule of privity of the contract. 
Thus in a case where an allotment was made to two persons who 
acted as trustees for the plaintiff and the allotment letter was re¬ 
nounced in favour of the plaintiff before registration, it was held 
that he could not rescind, although the trustees read and relied 
upon the prospectus. 1 

Again, no action for damages can he maintained against the 
company for the loss of profit even if such a profit could have 
been reasonably expected in view of the statements made in the 
prospectus. In principle damages can be claimed for deceit but 
its basis is fraud and has to bo proved, which is very difficult. 
The claim can be maintained only when it can be fully proved that 
a false representation has been made knowingly or without belief 
in its truth or reclessly. The attitude of the law courts is that 
mere negligence is not sufficient, nor can the action be maintained 
if he who made the representation honestly believed it to be true 

1. Levy—Private Corporations. 
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although the belief was based on insufficient grounds. It is there¬ 
fore, obvious that action for deceit, on a misleading prospectus, 
can succeed only in very exceptional cases. 

It is thus apparent that there is little safeguard or protection 
for the public against unscrupluous persons who issue misleading 
prospectus, In public interest, therefore, it is necessary that the 
government should bear in mind the loopholes which make legal 
provisions and principles against misleading prospectus mere 
admirable principles for public consumation with little relief to 
the public in actual practice ; it is a place whore the government 
can have the brains of their legal drafters struck with these points 
in efforts to secure the greatest safeguard for the public which 
may be duped by a band of dishonest business enterprisers. 

Scanning a prospectus 

Since the real safeguards in practice against misleading and 
fraudulent prospectus are scanty and very inadequate it is nece¬ 
ssary that the investing class should be itself careful and meticu¬ 
lous in scanning the prospectus rather critically, so that it may 
not be inadvertently lulled into a false souse of good prospect 
and profit. Legal requirements have, also made the prospectus a 
longer and bulkier document ; and the longer and bulkier it has 
come to be the less informative it is to the average reader since 
he cannot be expected to have a deep mental probe into it to 
acquaint himself with the matter to form a correct judgement 
about the company’s affairs which generally, in a prospectus issued, 
is comouflaged : Even those who are business experts can get 
nearer to truth only on an intensive study. The excessive elabra- 
tion of the requirements about the contents of the prospectus, 
as experience shows, appears to be of a dubious value to the inves¬ 
tors and the average member of the public. 

The prospectus of a company should he scanned with a criti¬ 
cal eye and an alert mind. The first thing to bo examined and 
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assessed in the prospectus should he the nature of the business 
venture, The nature of venture as coloured in the prospectus 
should be co-related and analysed along with the existing business 
outlook, for that particular type of business, its price level, the 
condition of the capital and the labour market and the marketing 
conditions prevailing. Such a co-related examination of the venture 
will give an idea about the exact prospect of the business. 
Besides, the policy of the government towards that particular 
type of business is also very important, The government’s trade 
policy, and the taxation policy are bound to have far reaching 
effects on a business and the prospectus must be examined and 
weighed along with it. The period of promotion is also very 
important. Business ventures floated in a period of boom may 
have very hard times in the impending future unless a very 
cautions estimate has been made about the business venture. 
Then the trade position of business units engaged in similar busi¬ 
ness should be looked into, enquired about to form an idea about 
the chances of the new venture. 

The capital structure, as planned, of the proposed adventure is 
another point where an investor should pause to have a thorough 
analysis and examination. The adequacy of the capital, the divi¬ 
sion of the total capital into the various classes of shares, the 
amount of debenture, the. rights of the shareholders regarding 
dividend, return of capital and voting right have also to be taken 
into particular consideration. If the issue has been underwritten it 
should be ascertained if the underwriters have a position in the 
market and then what are the rates of commission payable to them 
by the company, whether the shares are issued at a premium, 
the time allowed for the shares to be subscribed are also important 
as they give an idea whether the floatation is of high order or an 
average one or even below that. 
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The antecedents of the promoters, directors and managing 
agents, if any, must necessarily be looked into to be cautious and 
careful about fake promotions. 

If it be a going concern then the past profits, its history, the 
dividend trend, the reserves and the working fund are all specific 
points which must he thoroughly examined. The comments and 
notes of the financial organs, and commercial journals of repute 
may also be helpful in assessing the position of a business venture. 

All these taken together an average reader and investor can 
bo able to glean through the prospectus of a company the correct 
pasition about it. 


CHAPTER XII 

CAPITAL OP THE COMPANY 

Every business corporation or company must have a capital 
—the financial basis of its operation. 

The word ‘capital’ however, may have different meanings; it 
may mean the agreegate assets of a company or it may indicate 
the monetary value of these assets without 
in e, & oompanyf deduction of debts i. e. the gross capital or after 
deduction of debts or the net capital. In the 
legal sense, however, capital designates of the sum contributed 
by the members of a company for business purposes. Capital 
of a company, in this legal meaning, is always a fixed sum of 
money and is usually called share capital in Great Britain and 
India, Capital Stock in the U. S. A, Capital Social in Prance, 
stammkapital in Germany. In the practical business practice 
this oapital may take shapes—firstly, the sum laid down in the 
Memorandum of Association as the authorised capital, secondly 
the issued capital; and thirdly the amount of 
Capital? 8 capital actually paid up. But these three different 
shapes that the capital can assume can be possible 
in places where it is not required that the entire capital should be 
in existence—should be created or issued from the very start. 
Thus the Anglo-American law, and otherB which follow it, requires 
that only the maximum amount of capital which the company 
may need, and is permitted to possess,—the authorised capital 

as it is called-should he determined. The company, in this 

case, can put at its disposal, a capital, within this maxima laid 
clown, rather gradually. Some legislations on the European conti- 
nent however, require that the capital as originally fixed up by 
memorandum must be issued in full. 
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The capital of a company is invariably divided into parts 
called shares which in the U. S. A. is called the ‘stock’ and the 
members subscribing to these parts are in turn 
, , . called shareholders or in the U. S. A. the ‘stock- 
it represents : holders’. Under legislations of most or the 
countries the share has a par value equal to the 
fraction of the capital which it represents; the Articles of 
Association generally fix the number of parts of the total 
capital, of the company, as also the par value. These share 
divisions are thus made by the company and the shareholders 
have no power to make further divisions of the shares; and the 
shares, in this sense, are thus indivisible. 

Although the shareholders are said to be owners of the com¬ 
pany but in the strict analysis they are contributors to the share 
capital of the company. To a shareholder, the 

Shareholders s h are ^g no j. „j ?e an y j; 0 a p ar fc 0 f the 

mere contribu- jo c 

tion to capital: property of the company, The capital contribu¬ 
tion made by the shareholders becomes the ex¬ 
clusive property of the company and the shareholder himself is 
only entitled to the dividends, which may or may not be dec¬ 
lared, and to distributions in the event of the reduotion of the 
capital of the company or of the liquidation of the company.* 

As has been said, share capital is the exclusive property 
of the company and is not a debt of the company and, therefore, 
the shareholders are not the company’s creditors; 

Rights attached 

to shares: they have as such no claim to either interest or 

repayment of the contributions made towards 
the share capital. The share merely caries with it (i) a right to 
dividend, if declared and (ii) a right to attend general meetings, 
to participate in the discussions of the company, to exercise vote, 
to look into the company’s records and also to bring action againts 
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the directors and other officers of the company for their 
negligence or lapses. 

Usually companies issue written acknowledgements to the 

Share-certificates COntributions made by shareholders--share 

certificates or share scripts as they are called. 

It must be stated, though a truism, that the share certificate 
is merely evidence of the share and is not the share itself. “A 
share of stock in a corporation consists of a set of rights and 
duties between the corporation and the owner of the share. These 
rights and duties are in fact and inlaw quitedistin- 

noUhe°titl 0 tlt!e § uishable from tlie certificates and the power to 
itself: transfer those rights and duties. The certificate is 

an evidence that the person named therein possesses 
those rights and is subject to those duties, but is not in law the 
equivalent of those rights and duties. They are muniments of 
title but not the title itself”i 

Under the English law, and those following it, share certifica¬ 
tes may either be registered, i.e, issued in the particular name of 
the shareholder, or they may be issued to bearer, In other words, 
share certificates may be nominative, i.e. issued in the name of 
the shareholder, or to bearer. When share certifiates are registe¬ 
red the ownership is evidence by showing the name of the share¬ 
holder on the certificate and registered in the hooks of the 
company. In case of bearer issues the mere holding of the certi¬ 
ficate is the evidence of ownership and any one presenting it will 
be entitled to recieve payment of the dividend. Transfer of 
bearer shares is effected by its mere delivery, while that of a nomi¬ 
native share is effected by indorsement. Bearer share certificates 
became very popular in the European countries. There has, 
however, recently been a distinct trend towards restricting or 

I, Winslow vrs Fletcher. 
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even abolishing their issue and is now a marked trend towards 
making registration rather compulsory. 

Speaking about the bearer share certificates it must be said 
that they are a great convenience to the public. They easily 
meet the suitability and exigencies of the stock exchange market 
in as much as they are convenient for the transactions there, 
they carry with them the case of marketability. For all these 
bearer certificates generally fetch higher prices than • the regist¬ 
ered one. From the point of view of the company management 
where the shareholders are in actual practice arrayed in groups 

_genarally the majority for the directors and the minority 

against_the bearer certificates help to arrange a surprise and 

concealed attack on the management by depositing without warning 
a substantial block of shares for the general meeting, thus taking 
the board by surprise. By such surprise attack and arrangement 
the minority may he able, occasionally at least, to exercise some 
check and control on the actions of the management, 

But the bearer certificates have their evils too. Under a 
system of bearer share certificates a system of trust in respect of 
shares may develop. The device of nominee holdings may arise 
in respect of such shares. In Great Britain there are actually 
many companies specially organised with the avowed purpose of 
holding shares for their clients and thus act as nominee on their 
behalf. In the U. S. A. too there are trust corporations with the 
same purposes and functions. The system is fret with the danger 
of concealment of ownership ; for the concealment of ownership 
is very easy under bearer share certificates. With the conceal¬ 
ments it may be difficult for a country to have a thorough and 
efficient taxation of devidends. Besides, the system of bearer 
share certificates suffers from this serious drawbaok that specu¬ 
lation by shareholders, directors or other officers of the company, 
based on inside informations, is greatly increased. From the 
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point of view of public policy, therefore, the trend towards com¬ 
pulsory registration of share certificates finds strong support. 

Classification of shares 

As has been said, every share has a face value-the amount 

specified on the face of the share which is usually known as the 
‘par value’. Unless otherwise specified in the Articles 

e?of Shares 1 : 636 ' a11 s]iarcs of fc5ie com P an y al 'e equal and must be 
treated equally. In practice, therefore, if the com¬ 
pany wants to have more than one class of common stock the 
company’s charter must ‘classify’ each class of share of the com¬ 
pany. In actual practice every company in every country avails 
of the privilege of classifying the shares into different kinds and 
classes and, therefore, shares of every conceivable description are 
found to be in use. 

No-par shares: 

In recent years, many companies and corporations have been 
organised in America with stock without any par value popularly 
known as no-par stock. In such issues the aggregate ownership 
is divided into shares having no specified denominate jn or face 
value. No par shares originally represented the equity of the 
business and they are available for sale for what they may bring; 
they, therefore, fetch differing prices, on different occasions, that 
may be settled on its demand and supply position and market 
conditions. They are thus issued for cost paid immediately 
on purchase, its shareholders not being liable for any additional 
sum to be paid later on calls. Dividend on par value shares are 
generally paid as a percentage on the par value but in no par 
shares dividend return is expressed in an amount per share, 
Similarly, in the event of the liquidation no par shareholders get 
the distribution at so many dollers per share. No par stock is 
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an instance of American business ingenuity and its 
Its merit , merit is that it permits a corporation to have 
share price equal to its fair value as may be deter¬ 
mined in the market from time to time and thus its value is com¬ 
puted on a scientific basis. 


There are, however, several drawbacks in the issue of no par 
stock which brings difficulties and complications in actual busi¬ 
ness practice. Tull value of the shares when indicated in each share 
serves as a standard for arriving at the valuation 
Its defects : 0 f company. With no face value, no par stock, 

firstly, suffers from the defect that it affords no 
standard on the basis of which valuation of assets may be com¬ 
pared with copitalization. Since they are sold for what they can 
bring, its value always depends upon chance and is an uncertain 
affair for the company. This hampers and restricts the planning 
of financial needs and may, as such, make the company over¬ 
capitalized or under-capitalized. Secondly, since the full amount 
of the share is realized in one instalment at the time of its pur¬ 
chase there is nothing left for the company to call-up in case of 
future needs, The realization of the whole amount of share at a 
time is, in some senses, more a advantage than a drawback in as 
much as the company is relieved of the trouble of making calls, 
forfeiture and reissue. Thirdly, there being no par value it is 
always difficult, and there is no basis, to judge whether the share 
value is high or low. Fourthly, no par stock gives no basis on 
which investment returns oan be ascertained. Lastly, since no 
value is fixed for any share and oan be sold even for the smallest 
price, it may encourage fake and dishonest promoters and specu¬ 
lators of the business market to sell out shares of worthless 
promotions at very small rates to unwary investors. 
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Preference shares 

Financial and business techniques have evolved shares with 
differences in rights and security and shares with preferential 
rights have become very popular. Preference shares carrying pre¬ 
ferences of various kinds over the common or ordinary shares is 
popular with those who want to take very little risk in investments 
even at the cost of certain limitations imposed for the preferen¬ 
tial treatment. Preference shares represent that part of the share- 
capital of the company which carries preferential rights both in 
respect of the payment of dividend as also the repayment of 
capital in ease of liquidation of the company. But the preferen¬ 
ces that these shares enjoy over others are off set hv limitations, 
under the articles and so preference shareholders are generally 
excluded from participation in profits or distribution beyond the- 
limit .fixed. Whatever high profits the company may earn hut the- 
shareholder will receive only the agreed dividend and nothing; 
beyond that. The chief characteristic feature of such shares is. 
their limitation in all respects except a preferential treatment in 
the payment of dividends. They are thus tinged with a sacrifice 
of a possible large participation, at times the earnings of the- 
eompany are very prosperous, for the benefit of incurring lesser 

risks and uncertainties of return-the security of the principal 

I and the income. 

Modem business principles require that limited preference 
shares should be redeemable which means that the company may 
have the option to retire the Preference share either in whole or 
in part whenever it so chooses. Thus when interest 

rence shares 3UO. rates in the market is low is alwa y s advantageous 
uld be redeem- [ or company to substitute in its place securities. 

bearing lower yield. Business houses which do not. 
observe this principle have at times to bear the unnecessary load 
of a higher dividend rate when, if the preference shares were 
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redeemable, they could pay out the preference shares, retire them 
and have in its places lower rates issues, 

Besides the limited preferred stock there may be preferred 
stock of various priorities: preferred stock of first preference, 
second preference/third preference, and so on. Their rank depends 
, on the various priorities attached to them individually. 

Preference shares carry with them the priority lor dividends; 
if the dividend is declared the preference shares must get it first. 

But usually this preferencial treatment is offset by 

Participating . arra ngements that these shares will not participate 
Preference shares: ^ ^ ^ ^ q{ compaD y and would got 

, on ly a find rate of dividend. The limited Preference shares, os 
■they are called, because of such a limitation, in the share ranking, 
is a junior issue. In actual business practice, it is, however, 
.possible to issue what is known as the participating preference 
.shares, their characteristic feature being that while retaining their 
preferred position they can share in the prosperity of the com¬ 
pany”—an added advantage from which limited preference 
share is deprived. These shares, carrying the right to a further 
participation in income, or in assets on dissolution, therefore rank 
higher than the limited preference shares both in the payments of 
•dividends as also in distribution of assets. They are also some¬ 
times called ‘class A’ shares and are typically popular in the 
'Continental Banking Companies. In actual practice, however, 
these shares have not worked very well in the realization of their 
participating advantage and the theoretical advantage is more or 
less frequently illusory. 

Preference shares carry the priority of dividend only if 
dividend is declared. Working on this line there are further two 

catogories of Preference shares-Non-cumula- 

Non,cumulative five and cumulative. Non-cumulative shares receive 

and. Cumulative „ , 

Preference shares: a fixed amount on dissolution ox the company, m 
priority to junior issues; but will get a dividend 
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only if it is declared by the Board of Directors. If no dividend ia 
earned and declared by the Company’s Board the holders of non- 
cumulative shares can only look forward for the next year and if 
even in the next year nothing is declared they have only ter 
look forward for the following year They have a preference 
only if a devidend is declared and have no claim whatsoever- 
if dividends are not declared even for years together. In 
this respect non-cumulative shares are weak and unsecured and 
even less desirable than the common stock or the ordinary share,, 
for the management may ignore the interests of these ebarholders 
and by not declaring dividends, for a some time, a surplus may 
be built which can later be declared out as dividends to the ordi¬ 
nary shares after merely declaring only one year’s dividend on 
the non cumulative preference shares. The directors, as such, 
have the right to manupulate and make non-cumulative prefe¬ 
rence shares rank even below the ordinary shares.-* 

These shares may be distinguished from the cumulative type 
whose characteristic feature is that dividend which is not declared 
in any year piles up from year to year. They, therefore, beside 
looking forward, like the non-cumulative type, also look back¬ 
ward for payment of the dividends in arrear. Before any dividend 
can be declared and paid on any junior issues all cumulative 
arrears of dividends must be declared and paid on the cumulative 
Preference shares. 

Development of business practice has introduced a type of 

Preferred Stock which can look forward with certainty-and 

not like non-cumulative shares-about the pay- 

Pro tooted Prefe: t of dividends. There may he thus protected 

renca share : . , 

Preference shares which carry with them the con¬ 
dition and provision that profits must be conserved to pay short¬ 
falls in the payment of preference share dividends in bad years 
of profits. 

‘T~Berit6”Studie3 lathe Law of corporation Finance. 
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Ordinary or Equity Shares or the Common Stock 

In ranking, ordinary or the equity shares, also known as 
the Common Stock in American business practice, come below the 
preference shares in the payment of dividends. Ordinary shares 
are the standard form of equity security; they are the typical 
and most common junior issues of the company, entitled to all 
assets of the company after providing for dividend charges on 
preference issues. 

In some countries and companies modern business structures 

have developed a further classification of ordinary shares into ‘A’ 

ordinary shares, ‘B’ ordinary shares, shares with 

‘Split 1 Ordinary TJI q or jt J y of dividend to one class as against the other. 
Shares! r J ,, ,, 

The system or method of division of ordinary 

shares into such further classes moans a division of rights between 

these two classes, each of which participates in the management 

of the company but one of them enjoys greater right than the 

other. The split system was quite popular before the ninteon 

thirtees and has these days only a restricted use. The Dodge 

Motor company formerly used to have its common stock generally 

split into class ‘A 5 and class ‘B’, the former enjoying exactly tho 

same rights as the ‘B’ class shares except that it had no voting 

rights, Some of the utility companies of America works on tho 

split sysem—one class of its common stock entitled to receive 

two-thirds of the earnings as against the class ‘B’, entitled only to 

one-third of the earnings. 

It must be said that the 'split’-eystem gives greater scope 
and presents varying ways to the dishonest directors to entrench 
themselves into control and power. In euoh a system their 
method is to manupulate the number of shares outstanding in 
each class and thereby obstain a wide power in determining and 
routing dividends to their desired dirootions and destinations. 
Supposing class ‘A’ ordinary shares are 'entitled to two-thirds of 
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warnings as against the class ‘B’ having a right only to the one- 
third of earnings, then, in such a case, the directors by issuing 
many class £ A’ shares and restricting ‘B’ class issues to only a 
very few outstanding, may dismayingly diluted the participation 
of class ‘A’ shares. “This is even more true where the division 
is not between classes as such, but is dependent on the number of 
shares in each class. In that event, by multiplying shares in one 
class and not in another, the entire appropriation of income, 
received by any group in the corporation may be varied.”* The 
split system, wherever it is prevelent, is generally used to con- 
fine voting rights to a very smally class of shares as a way to 
manupulate and maintain continuous control over the manage¬ 
ment of the company. Such issues are, therefore, generally viewed 
with suspicion and the device has thus gone into unpopularity. 

In India, as well as elsewhere, companies have largely been 
financed through the ordinary or Equity or common issues. It is 
usually this class of share which controls the companies. The 
ordinary shares run the greatest risk than the other issues in that 
.dividends on them are paid only after payment to other prior- 
charge issues and if nothing is left after such prior-charge pay¬ 
ments ordinary shareholders can get nothing ; on the other hand 
•they enjoy the advantage of having the maximum when com¬ 
pany’s earnings are prosperous, for the preference issues get 
■only a fixed rate, the ordinary shares bag all that remains. Erom 
the investment point, as such, the ordinary or equity shares are a 
better investment medium than others; there being some financial 
analysist who class ordinary shares even better than bonds in this 
respect, Its good market value and prospect of good dividends 
more than make up for its element of risk——risk of fluctua¬ 
tion in its market value and the risk of waiting till prior charges 
are paid first. 

1. Berlie. A, A.~Stookholder : Their Rights and Duties. 
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Deffered Shares 

Business ingenuity is always high and it lias always displayed 
devices and developments to suit particular purposes. Deferred 
shares are also an instance of some such devices. They are shares, 
on which dividends are deferred or postponed until payment has- 
been made on other classes of shares, preference and ordinary. 
In India such shares were generally issued to managing agents, 
directors or their friends and relatives. In England the counter¬ 
parts of such shares, are known as the ‘Founders shares’ or the 
‘Management shares’, 

These shares are generally of small denominations and issued 
to promoters, vendors, managing agents, their relations and 
friends with a view to dominate the company. Since they are 
issued rather lavishly the company docs not get any quid pro quo 
for the worth of shares so issued; and to that extent the company 
suffers from the ills of what is known as the "watered capital”, 
The system of issuing deferred shares is only “an ingonius device 
for keeping for the original promoters or vendors a substantial 
share in the profits, and at the same time preserving for them an 
air of great modesty and moderation »i In India under the 
Indian Companies Amendment Act, 1966 these shares can 
now be issued only by private companies and not by public 
companies, and hence they have lost much of their popularity and 
attraction here, 

It has been said that business ingenuity has always brought 
in new techniques and devices and thus the kinds and classes of 
shares are often varied at varying places. Besides, these discussed 
there are ‘guranteed stock’, special stock', ‘prior stock*, ‘prior Horn 
stock’, ‘Convertible stock', ‘Callable stock’, ‘Treasury stock’ 
etc. ‘Guaranteed Stock, is very much akin to Preferred Stock ; 
I. Hartley Withers: 
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Special Stock, which is a term of British business practice, generally 
stands for debenture bonds; Convertable Stocks are those which 
may be converted into some other form of security either at the 
option of the company or of the holder. Stocks which have not- 
been fully paid and calls are due to be paid are known as Callable 
Stock and where the corporation obtains its own stock by pur¬ 
chase or any other way it is called as the ‘Treasury Stock’. 

Stock Purchase Warrants: 

In America, business technique, has evolved yet another 
device of issues known as the Stock Purchase Warrants and deser¬ 
ves to be mentioned. In the strict technical sense Stock Purchase 
Warrants are not stocks at all j they are more or less options 
issued to persons granting them the right to purchase unissued 
stock of the corporation at a price indicated in the warrant. The 
time of issue and the value of such warrants are arbitrarily fixed 
by the issuing Company and although they are generally issued to 
promoters and bankers, for their services to the corporation, they 
are also sold for cash to provide capital. 

An examination and analysis of this practice reveals that the 
use of this device by the corporation is not a sound system for the 
corporation’s financial structure and has often crippling effects- 
on the company’s finance. The price of the stock becomes gene¬ 
rally depressed when the stock price is above the warrant price.. 
Very often the exercise of the purchase warrants and the sale of 
the stock creates an unstable market situation for the issues of 
the company. On the whole the stock purchase warrants are 
nothing but devitalizing manupulating counters. 

Share Values: 

Except for the no-par share scripts the Value of each share- 
is inscribed and fixed and they are supposed to be sold out at the- 
price indicated. Shares, however, may appreciate or depreciate- 
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in value, depending on the market position of the company vis-a- 
vis the profitability of the company. Besides these market 
.fluctuation in the market value of the shares the issuing com¬ 
pany also at times issue its shares either at a premium, i. e, above 
■the par value, or at a discount which means at a price below the 
par value, Issue of shares at a premium or at a discount by the 
company depends on the exigencies of the situation and company 
conditions. Issue of shares at a premium requires no legal formality 
But then a question that poses such issues is about the treatment 
■of the additional gain realised by the sale of shares at a higher 
price than the par value. Legally this premium earnings may be 
•credited to Profit and Loss account and distributed to the 
members as dividends; but from the point of view of sound 
business practice and company finance it is desirable to credit 
such premium earnings to the Capital Reserve Account and uti¬ 
lized to write off goodwill, preliminary expences or other 
fictitious assets of the company to put the company on a sound 
financial basis. 

Just as share can be issued at a premium, they may also he 
issued at a discount but there are restrictive legislations governing 
issues at a discount. The business principle under most of the 
European legislations is that issue of shares below par is prohibi¬ 
ted. The German law clearly provides that shares cannot be 
issued at a price below par. The Commercial Code of 1884 as well 
•as of 1897 had similar provisions. The Swiss law too forbids issues 
j at a price below par. Prom the point of view of public policy 
issues below par should not be allowed, firstly because it gives 
scope for manipulations, bungling and irregularity in a company 
and secondly, the system encourages unpopular and unprofitable 
ventures in the market which may put the public to a loss. 
Before the passing of the Indian Companies ( Amendment) Act 
■of 1936 shares could not be issued at a discount at all but now 
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they are allowed on the lines of the provisions made in the English 
'Companies Act. 

Section 79 of the Indian Companies Amendment Act 1956 
■empowers a company to issue shares at a discount provided 

(a) The issue of shares at a discount is of a class of shares 
■already issued. 

(b) the issue is authorised by a resolution passed by the 
■company at its general meeting and passed by the court. 

(c) the resolution specifies the maximum rate of discount not 
■ exceeding 10%. If the company proposes the discount beyond 
the 13% limit the higher percentage has to he sanctioned by the 
Central Government as a special case. 

(d) one year must have passed since the company was en¬ 
titled to commence business; and 

(e) the shares atadiscount are issued within two months after 
■the sanction of the court, or within such extended period as allow¬ 
ed by the court. 

Persons interested in investments are of not the same tempara* 
ment. One may be classed as the very cautious investor, another 
may be very conservative and the third enterprising and specu¬ 
lative. In order to attract all classes of persons it is necessary to 
issue shares of different varieties to suit each class. 

Bonds and Debentures: 

When the company issues a prospectus it makes an appeal to 
the public to subscribe shares and contribute towards the capital 
by becoming the company’s members. The shares, thus issued, re¬ 
present the ownership securities. But sometimes the company 
instead of inviting persons to contribute towards the share capi¬ 
tal of the company may invite members of the public to lend 
■their money as a loan. Just as share certificates are acknowledge- 
.ments of the share capital contributed by the shareholders, bonds 
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and debentures are documents of acknowledgements of the money 
so lent. Bonds and debentures are, therefore, creditorslnp securities 
representing an indebtedness of the company. Bonds and Deben¬ 
tures are issued to secure long term finance for initial needs oi the 
company or for executing , extension and developement pro¬ 
grammes of the company. These debentures arc generally issued 
in a series of a fixed denominations and all debentures ol ft senes 
rank pari passu, i.e, all the debentures of one series are to be paid 
so that if there is not enough money for payment to all, they slut 
all abate proportionately. If the debentures do not rank pan passu,. 
according to the condition of issue, the debentures will bo payable- 
according to the date of issue, or if they are all issued on the same- 
date, they will bo payable according to their numerical order. In 
some cases the company may have a debenture 
Debenture stock, which only means borrowed money coiwoli* 
Stock! dated into one mass, each lender instead of having 

a separate bond he has a certificate entitling him to a certain- 
amount which is only a portion of a large borrowed money, 

Debentures are always issued on certain terms and conditions 
attached to each and they can be classified into different types 
on the basis of the terms and conditions of issue. 
'Classification of Debentures may be bearer or registered ; bearer 
debentures are payable to the bearer and are 
transferable merely by delivery. Interest coupons are attached- 
o thorn and any one who holds the coupon can- 
Bearer and get payment of the interest. Debentures which are 
Debentures : registered are payable to registered holders and their 

transfer, if to be valid, have also to bo registered. 

Debentures again may be ‘naked* or ‘secured’. There is no 
security for the payment of the interest or capital for the naked 
debentures and are issued with a mere promise to- 
Naked and Secu- Debentures whose payment, both interest 

red Debenture: f . 

and capita], is secured by a mortgage or a charge- 
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on the assets of the company as security , are called Secured 
Debentures. American nse and terminology are somewhat diffe¬ 
rent in America where only the unsecured or naked debentures are 
called debentures and thosewbichare secured are known as‘Bonds’, 

The charge or the security attached to debentures may be 
•either of a ‘fixed’ or a ‘floating’ nature. If the charge is fixed 
it means that a specific asset or a number of assets or property is 
pledged as security in respect of the debenture and such asset or 
assets cannot be sold or mortgaged, although a 
ti^g charge^ 0seconcl mortage may well be created. The advan¬ 
tage for the holders of such a debenture is that in 
■case of the winding-up of the company he need not depend on the 
official liquidator for the satisfaction of his claims but he can 
independently dispose of the security and realize his due amount. 
Where the charge is floating, on the other hand, the debenture 
holder is only entitled to be paid out of the assets in priority to 
the unsecured holders. 

Debentures may again be ’Redeemable’ or ‘Irredeemable’ when 
payment of the debenture amount is provided for on a specified 
■date or on notice or on demand, it is said to be redeemable. Irre¬ 
deemable debentures, on the other hand, does not mean that they 
are not to be paid but it only means that the maturity of irredee¬ 
mable debentures is not fixed and they can be paid , back when¬ 
ever the company so decides. Technically speaking, when the 
■company issues only irredeemable debentures it is indicative of 
•the fact that the financial position of the company may not he 
above suspicion. 

Sometimes, debentures are also issued by the company as 
‘collaterial security’, to its creditors, to secure short term loans 
and overdrafts. To illustrate the point, if a company borrows 
a sum of Rs. 20,000/-, from some of its creditors it may issue 
. debentures for a higher amount, say for Rs. 30,000/-, as a 





m 
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'collateral security’. If the company does not default in paying: 
back the amount, the debentures are dormant and they are 
supposed to have been redeemed; but if the company fails to pay j 

the creditor ranks a debenture holder for Es. 30,000/- 

Like shares, debenturers too can be issued at par, or at pre¬ 
mium or at a discount and rank well as a source of finance for 
the company, although in India they are not very popular. 

Marketing of the Securities: 

When a company decides to issue shares and debentures to- 
the public, the next very important matter for the company is to 
ensure that the issue is a success and is well subscribed by the 
public. Prom the point of practical business, all share or deben¬ 
ture issues are more or less speculations for the public reaction to' 
the issue may be indifferent and unfavourable. Tho issues in 
such a situation may become unpopular. Even Government issues 
have been known to be under-subscribed. When business condi¬ 
tions are encouraging and trade situation generally prosperous 
the danger of any issue remaining unsubscribed or undersubs¬ 
cribed is great because in such a business situation there are a 
large number of alternative avenues open to the investors for the ( 

profitable employment of their investable money. 

Generally, there are three or four channels open to the com¬ 
pany for the distribution and sale of the issues. Tho company’s 
directors may make (i) a direct sale or arrange (ii) sale through 
the managing agents, if any or have (iii) sales through agents 
appointed for the purpose or ensure the (iv) sale and success of 
the issue through underwriters, 

Methods of direct sale, or sales through the managing agents 
or agents specially appointed for the purpose are no doubt less 
costly to the company but they cannot be 
Underwriting; depended upon. In order, therefore, to ensure 
the success of the issue it is always desirable 
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for the company, particularly making an initial issue, to 

take out an insurance on the issues in the form of underwriting. 

Underwriting is a system of an agreement entered into by the 

company, with those who are willing to aot as guarantors, for the 

issues to be subscribed on an agreed commission. When such an 

agreement is entered into it means that in the event of the public 

not taking up the whole of the issues, or the number mentioned 

in the agreement, the underwriters will themselves take an allot- 

ment of such part of the shares as the public has not applied for. 

The term 'underwriting 5 orginated in connection, 
Origin of . , , , . . , 

underwriting: With marine voyages when the insurance ot goods 

shipped were undertaken by several persons, gene¬ 
rally being members of syndicate, by writing their names under 
the contract. Thus there developed a system of writing names 

under the contract-underwriting as it became popular in its 

abbreviated form. This system of underwriting with regard to 
marine voyages later developed with regard to the underwriting of 
industrial issues. 

Underwriting may be done in a variety of ways: by a com¬ 
pany, by a syndicate specially formed for the purpose or by a 
few persons particularly associated for underwrit- 

Ways of under* ing works. Underwriting work may also be done 
writing: . 

by banks, brokers and insurance companies; but 

they generally underwrite small amounts. But where huge sums are 
involved syndicates consisting of several members are generally 
formed for the purpose to share the risk of underwriting agree¬ 
ments. Once the underwriting agreements are executed, the- 
syndicate, entering into the agreement, takes up the securities and 
atonce distributes them among its members in proportion to their- 
participation. Such an underwriting is in the nature of a joint 
purchase, each member expected to act independently in getting 
the issues, alloted to it, subscribed by the public. Any percentage. 
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of shares not taken up by the public falls on the individual mem¬ 
bers of the syndicate. In other words, members of the under¬ 
writing syndicate divide among themselves the responsibility for 
the public purchase of the securities and spread among themselves, 
according to their participations, the risks involved for the issues 
underwritten. Brokers also sell out issues on commission but 
unlike underwriters brokers assume no responsibility or risk, if ^ 

the issues are not subscribed by the public. 

The system of underwriting is of great importance and use 

for the companies for the underwriters render a very valuable 

service to new ventures by ensuring the success of their issues,. 

and thereby of the companies too. The risks and 

Importance of uncer t a i)ities of new issues are taken over by the 
Underwriting: ,, , ,, , ,, „ , 

underwriter, relieving the company of the great 

worries about them. ... ,, 

Underwriters, by guaranteeing sale of the securities in tne 

market or their boldness to personally take them up, within a 
■stipulated time, ensure a large sum of money at an agreed time, 
irrespective of the actual sale of the securities in the market. This 
enables the company to go ahead with its plans and projects. The 
company is also freed from the tedium of compulsorily waiting and 
depending on the uncertainties of the market till its shares are 
subscribed. Underwriting in this sense saves muoh of the time 
generally involved in the share subscription process. 

Underwriting further saves a company from an awkward situ¬ 
ation resulting from its share being very much undersubscribed. 
Supposing a company needs a sum of Rs. 1,00,000 and issues 
shares accordingly but the public response to the issue does not- 
exceed say Rs. 25,000, the company is placed in a perplexing and 
an awkward situation————it is a point from where it can 
neither go forward nor backward. Where recourse to underwriting 
is taken the company can never find itself landed in such a diffi¬ 
cult position. 
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Underwriters are generally business and financial experts 
capable of reading the sands of time. They are business astrolo¬ 
gers being able to assess and understand whether or not a parti¬ 
cular business is likely to have a favourable star to guide its 
prospects. Thus once underwriters, with a name and stability, 
agree to underwrite a particular issue it not only ensures the sale 
of the securities but means by implication a clean certificate in the 
hand of an expert certifying company to bear a good business 
character. This raises the company in public estimation and the 
company as, such, is easily accepted by banks and other financial 
houses for accommodation. 

Underwriters of integrity and reputation have their establish* 
ments and organisations ramifying in different regions of a country 
so that they can clear the issues, they underwrite, with ease and 
convenience. Underwriting in this respect brings about a geographi¬ 
cal distribution of the company's securities; This not only has 
beneficial results for the company, whose shares are so distributed* 
but from the social and public point of view it brings about a 
steadifying effect on the investment market as a whole. If a com¬ 
pany’s issues are kept confined to a particular market or region 
it virtually amounts to a dumping of securities in a particular 
market and creates unbalancing conditions. Underwriting 
avoids this. 

It is obvious, as suoh that underwriting plays an important role 
in the mobilization and channelizing capital resources. In all in¬ 
dustrially advancecd countries it has worked as an important part 
of the financing machinery; India too can expect the underwriting 
organization to be of particular assistance in industrial finance. 
This must, however, be said that underwriting can be of real us,e 
only if it is worked out independently without being tied up with 
any company. If underwriters, in their lust to weild economic power, 
become involved in the promotion of companies and combine in 
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them the role of promoters, underwriting business is bound to be 
effected and become fret with dangerous possibilities, To add to it, 
if they are not upright promoters and indulge in dishonest pro¬ 
motions, underwriting by them would prove, in their hands, a 
dangerous instrument, Underwriting should, therefore, be pursued 
as an independent job conducted on genuine lines, if it has to serve 
some useful purpose, 

In England and America underwriting is done by specialized 
institutions known as Issue Houses or Investmeut Houses. Invest¬ 
ment Houses in America are of three types(i) wholesalers— 
or big financial houses like J-P, Morgan & Co, Kuhn 

England' 1 and in Loeb & Co ebc - and bhe y generally engage in new 
America *— and fresh issues, (ii) Participating Houses— or 
financial houses participating in underwriting syndi¬ 
cates formed by big financial groups and (iii) Retailers— or 
dealers dealing in the distribution of the underwritten securities 
in the various localities, Issues Houses there generally maintain 
a permanent list of participants consisting of institutional investors 
like Banks, Insurance companies and Investment trusts etc. 
What happens is that when the Financial House undertakes to 
underwrite the issues, involving a huge amount, it sends a letter 
to each of the selected or listed participants to sign and undertake 
reponsibility for the amount of underwriting participation allotted 
to each of them. Thus when the issues is made, any percentage 
of share not taken up by the public falls on the participating 
underwriters in proportion to the liability undertaken by them. 

In Germany the underwriting Financial Houses are, however, 
not independent but there has been almost a permanent liaison 
Und . , . between industry and Finance. The integration 
aermany :I!. gm between finance and industry is complete and 
thorough. “Berlin high finanoe unquestionably 
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dominates the most representative and the largest business in 
every branch of production.”-* 

India has a poor underwriting history. Underwriting in our 
country has not yet become a vigorous activity in the field of 

Underwrite in bUSinesS ' Man! W Agents who had been domi- 
-j India S nating the largest business undertakings very little 
required the services of the underwriters. There 
have been, as such, very few investment houses, or Investment 
Trusts m India. This is, therefore, the weakest link of our business 
link and requires attention. Whatever investment houses are 
there, they have a recent history. In 1937 the Tatas sponsored 
the Investment Corporation of India Ltd. to undertake under- 
writing business. It must be said to the credit of this Corporation 
that shares worth Rs. 75,15,000 of the Tata Chemical Ltd,, pro¬ 
moted in 1939, the whole of the Preference Shares amounting to 
Rs. 7,50,000 of the Raja Textiles Ltd., promoted in 1938 and 
in 1941 ordinary shares worth Rs. 3,50,000 of Sri Jagdish Mills 
Lfcd ” were a11 underwritten by it. The Investment Industrial 
I Corporation in another financial institution sponsored by the Tatas 
mainly to finance small industries. Bombay and Calcutta have 
other financial Houses. The Hindustan Investment Corporation 
of Calcutta, with an authorised oapitalRs. 50,00,000 have done 
important underwriting business. Out of a total capital of Rs. 
10,00,000 issued in 1939 by the Textile Machinary Corporation 
Ltd. the Hindustan Investment Corporation Ltd. underwrote pre- 
ference shares worth Rs. 7,00,000. 

India, being now wedded to a system of mixed economy the 
( ' Government have to enter permanently and exclusively in a 
variety of industrial enterprises besides there being also a private 
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sector left to private industrial enterprise. The 
Public organize neec i and importance of agencies meant exclusively 
Stag! f ° r finan for financing business enterprises, both in the pub¬ 
lic and private sectors are apparant. Since 1948, 
therefore, some public organizations, designed and devoted to 

industrial finance, have been established. The Industrial finance 

Corporation, established in 1948, with paid-up capital of Rs. 60 
million is one of them. The Industrial Credit and Industrial 
Corporation, a private agency, is another organization whioh has 
been established with the blessing and support of the Government 
Authorised by the Central Act of 1951 states have their own State 
Finance Corporation, of the twelve such state finance corpora- 
tions, established by the end of 1955, all but one had an authori¬ 
sed capital of Rs. 20 million, and all but two an issued capital 
of Rs. 10 million. State Finance Corporations are publicly con¬ 
trolled devoted to the investment of funds, both government and 
private, in selected business enterprises with the respective states. 

Re-Finance Corporation, set up in 1957 is another important 
agenoy to provide financial facilities for medium-sized industries 
in the private sector. 

Other sources of capital. 

, The issue of shares is the most important means of raising 
capital for the company. It is a method which has, perhaps, the 
greatest appeal to the public in as much as, equally with spreading 
the fruits of success over a wider area, they are spreading the 
consequences of failure too. Debenturo issue is another method 
of financing; debentures form the best method by which a company 
can borrow money for a period of years on an indefinite basis. 

Besides these, there are, however, other ways and means, open 
to the company, for obtaining its capital. Loan and accommode* 
tion from indegenious and Joint Stock Banks, financial assistance 
from the Managing Agents, assistance from the state are the 
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different avanues open to the company to negotiate assistance 
towards its capital. Besides, the company can also utilize the 
public deposits, wherever there is any with it, and can also plough 
hack its own profits in financing its plans. 

The indigenous banks are as ancient as Indian commerce. In 
old days when business had not assumed its present proportion 
and form these banks used to play a very important role in their 
financing. Some of the coal companies, oil mills, rice mills and lea¬ 
ther and tanning undertakings had received considerable financial 
assistance from the indigeneous bankers. With the development of 
corporate form of enterprise and business assuming a wide propor¬ 
tion, the importance of indigeneous banks have considerably declined 
as they do not come in line with the modern methods of financing, 
although they still remain a link between the Indian money 
market and the small business community spread over in India. 

Joint Stock Banks constitute another door which business 
undertakings can knock for supply of capital. But the Indian joint 
Stock banks being deposit banks they could not, as they 
cannot, extend long-term loans; they could at best assist with short¬ 
term finances which do not fully meet with the 
Banka 8 *— k business needs. The main forms of commercial 

banks assistance to business have been the 
discounting of bills, advancing loans and granting cash cre¬ 
dits. But here too their attitude has not been very helpful— 
their insistence on a second signature, generally of a managing 
agent, and on the full hacking of tangible and easily realizable 
assets ignoring the value of fixed assets and high margin on hypo¬ 
thecation of goods is discouraging. The pattern or the structure 
of the banking development in India has been based to result in 
a virtual divorce between the Industry and the Banks. The business 
undertaking could get assistance from these banks towards their 
working capital required for short-terms. The Joint Stock Banks 
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in Germany, it is true, fostered industry and business by taking up 
shares and debentures of fresh floatations and big ventures; but the 
great difference between the Indian Banks and the German Banks 
lie in the essential fact that while the Indian Banks are mainly 
based on deposit banking system, the Banks in Germany wore 
purly industrial banks combining investment trust business. India, 
therefore, needs Industrial Banks like Germany. After the first 
world war some Industrial Banks were established as long-term 
financial agencies—the Tata Industrial Bank being the largest of 
them. But the experiment was mostly unsuccessful because these 
so-colled industrial banks mixed up with the business of industrial 
financing the work of ordinary commercial banks of receiving 
demand deposits. The history of Joint Stock Banks or the in¬ 
dustrial banks as a source of capital for business units in India has 
not been encouraging or of any importance. 

The system of managing agency, a system peculiar to India, 
alone has in fact been the main financial prop of the Indian 
companies. What the German Banks were to the German In¬ 
dustries, the Managing Agents have boon to the 
^f an ts'°^ Indian companies. Not only in the promotion of 
companies but in financing them too they have 
played a unique role. Whatever may be the irregularities and the 
debit side of their management of companies it must be admitted 
that in industrial finance they have worked as an institutional 
agency of great value and unique importance. They have not 
only been a source of block and working capital but were also 
instrumental in obtaining finances and temporory accommodation 
from other sources. They had a high reputation in the business 
field and used to attract funds in the form of debenture and 
deposits for the companies under their management. They were 
promoters, managers, financiers, underwriters, the issue or 
financial houses—all rolled into one. 
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Self-financing is another way of satisfying the capital needs of 
the Company. Self-financing is a method of re-investment of the 
profit of the Company-ploughing back of profits 

ancmg ' as it is generally called, As a sound business 
principle of Company finance, it is always advisable for the 
Company to set-out reserves before declaring dividend out of the 
profits; the dividend policy too ought to be conservative towards 
that end. These reserves when built-up out of profits can work as 
the second line of defence, the first being its share capital. Re¬ 
investment is an ideal way of solving capital needs for expansion 
projects and improvement programmes. From the national point 
of view, this is a clear way for the accumulation of capital. In 
view of its importance, as a source of capital from the different 
points of view it may be suggested that legislative provisions 
about divisible profits should be enforced and tightened in order 
that such a reserve must compulsorily be built-up——and built 

well—-by all Companies. The shareholders, who are always 

changing are merely interested in the present prospects of the com¬ 
pany than in the future. They are, therefore, inclined to discount, 
the future stability of the Company to larger present returns; they 
want to get as much by way of dividends as possible and are 
generally not interested in re-investment of any magniture, They 
do not support and favour the idea of a any substantial part of 
the profit being transferred to reserves, for their psychology, which 
is definitely narrow, is that they may dispose of their shares and 
thus the fruits of the reserves, thus created, maybe shared by 
others. Now, as a publio policy and a responsibility to the poste¬ 
rity, government must make adequate legislative provisions to 
break the ice, melt the snow and make the glacier move for better 
results. 

‘Public Deposits’-an old and ancient practice of people 

placing their funds with their ‘Mahajans’ or even in a reliable 
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institution is a relic of the past. These public 
deposits :_ deposits did indeed play a role in the Indian in¬ 

dustrial finance in as much as some of the 
business houses in India used to draw funds from these 
deposits to meet their short-term working capital needs. The 
Ootton mills of Ahmedabad, and even of Bombay too, used these 
source of finance to a considerable extent. It is a peculiar fea¬ 
ture of our economy that some people, particularly belonging to 
the rural areas preferred to deposit their funds with the mills and 
other business houses to the banks for putting in their savings. 
But public deposits as a source of capital for Companies cannot, 
however, be supposed to be of any great merit or value. Whatever 
their utility may have been in the past but under the present 
context, in the modern business situation and technique public 
deposits cannot be said to have any place. Firstly, these deposits 
have now considerably declined, the hanks and banking habits 
having spread far and wide. Then, these deposits are small and ge¬ 
nerally for a very short period, usually varying from 6 to 12 months 
and any dependence on them as a source of finance can thus be 
only very dangerous. The depositors being of uncommon type of 
persons, having developed no banking habit and reliance may act 
and react very erratically even on fire-place gossips and may make 
unexpected withdrawals, in unexpected manner at an unexpected 
time. They are, therefore, thoroughly unreliable and wholly 
unsuitable to modem business needs and tendencies. The Balfour 
Committee, while referring to the loans made by depositors to the 
Lancashire mills emphatically said that the system presents great 
dangers. Public deposits as a source of finance, therefore, is out¬ 
moded and decadent and contrary to the principle of sound 
finance. 

Business development and business finance are inseparable 
and while it is the duty of every government to think and worry 
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^ about a country s economic development it is 

naturally, as a corollary, an implied responsibility 
of very responsible and representative government to take measure 
and provide means for financial assistance to business and indus¬ 
try. State too is, therefore, a very important source of financial 
support. This necessity and desirablity of State—aid to industry 
and business has as such long been accepted as a responsebility of 
the State in all economically conscious and careful countries. 
The British Government of India was formerly quite indifferrent 
towards it till the outbreak of the First World War when necessi¬ 
ties of the war shook it from its slumber-for the first time 

in this respect. The Industrial Commission, appointed in 1916, 
also recommended inter alia that the State should play a definite 
and positive role in the industrial finance. Its main suggestions, 
towards it, were that the State aid to industries should be in the 

form of loans to going concerns, subscribing to 
India:— securities of concerns of national importance, 
guarantee of dividend of new Companies and 
buying of outputs. After the publication of the commission's 
report several Provincial State Aid to Industries Acts were passed 

-.the lead having been taken up by Madras, and the U. P. 

Although an era of state-aid were started hut it could not go far 
and the whole movement was stranded on the way without making 
any progress. The failure of the State-Aid System was mainly due 
to wrong handling of the problem and, absence of suitable admi¬ 
nistrative raacliinary to manage things, After the formation of the 
Interiam National Government a bill for the establishment of an 
Industrial Finance Corporation was finally passed in 1948 and the 
Industrial Finance has been functioning, ever since then, as an 
important financing institution for industries. Besides, industrial 
finance corporations have also been initiated and established 
at state levels to extend financial help to industries. 
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“The main reason for their creation was the discouraging 
record of the private commercial banks on such occations as they 
had chosen to participate in long-term industrial financing.”'* 
They were intended to fill the gap existing between the point 
where commercial banks stop and the point where public 
investors begin. The fundamental criticisms against the workings 
of these financial agencies are that they (a) do not take a broad 
view of the financial requirments of the industrial concerns; (b) 
they have not been able to effect industrial dispersion, which is 
so vitally important; (c) that the weak and the infirm concerns 
desperately looking for help have not been extended a prop to 
stand up erect, and (d) help has been given to those who 
could do without; (e) they have not displayed adequate regards, 
while giving loans, to industrial and business priorities; (e) they 
have not given sufficient attention to the undeveloped and 
backward areas, 

Looking into the working of the Central Financing agency, the 
IFO, it appears that the corporation has firstly, worked under a 
dilemma which always confronted it; stable and well organized 
conoerns, except a small number, generally did not like to stretch 
their begging bowl and the weak and the ill organized who badly 
needed help were considerd unsuitable, on sound commercial 
priciples, for loans. Secondly, regular and frequent directions from 
the Government on this particular perplexing situation as also 
about the necessity of paying particular attention to backward 
areas are lacking. While speaking about the working of the IFC Sri 
S, S. ICripalani, the chairman of the Industrial Finance Corpora¬ 
tion Enquiry Committee of 1953 said. “I cannot blame the Cor¬ 



poration... ...... But I cannot absolve the Government. Govorn- 

should have eiven directions to the Corporation. But it is 
during the whole of this period there was 

on—•Public Enterprise 2 Economic Development. 
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only one solitary directive issued by the Government. Now the 
IFO is a new institution. The Government should have from time 
to time given some directives....” 

Mr. Knpalani’s observation, however, do not absolve the 
Corporation of its faulty workings. Will it be too much, from the 
public point of view to say that wisdom and administrative 
workings required that the Corporation ought to have itself sought 
instructions and moved the government about its dilemma and 
difficulties and solicited instructions and directions. The Govern¬ 
ment did not know what were its operative dilemmas and diffl. 
culties. In that respect the Corporation had abdicated its normal 
functions and necessary and routined functional duty and 
administrative responsibility. If the workings, and results of these 
workings, of the various finance corporations are critically 
examined and analysed it has to be said that although India has 
established a great variety of agencies connected with the work 
of industrial finance and although their importance is obviously 
increasing, their activities may be summed up in the words that 
they have not so for played more than a marginal role in the total 
economic acceleration and results. 

1. Parliamentary Debates; House of the people, March 4, 1954. 
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CHAPTER XII! 

CAPITAL STRUCTURE OE THE COMPANY. 

In the rapidly growing development and prospects of busi¬ 
ness organization considerable attention 1ms to bo, as it ought to 
be devoted to the determinants of the company capital or, more 
particularly, to the problems and point of a proper capital basis 
for the company. Capitalization of the company is the expression 
of a comprehensive idea, namely, the desirability of regulating, 
with business judiciousness, the total capital of the company so 
that a stronger impetus and greater order maybe given to the 
growth of the company. 

At the time the company is promoted, the company promoter 
generally first prepares an estimate of the total amount of capital 
g the company would need and then draws up a 

Estimates of general financial plan of the company which fits 
monS 1 - require ' ill the total capital estimates. Preparation of these 

two financial pictures-the estimates of 

capital requirements and the general financial piano! the com¬ 
pany--are works which demand not only the greatest 

possible financial deftness but also a deep understanding and 

foresight about the company capitalization-the requirements 

and resources of the company. 

Mistake or aocuracy at this stage, whatever it may bo, is of 
far reaching effects; because of an error here the company may bo 
thrown completely out of gear or the capital structure may be 
so solidly laid that even the stormy shakes of business may 
be survived. 

While making an estimate of the total capital requirements 
the various financial needs, to put the company into operation, 
have to be taken into account, The promotion expenses which 


23 ?' 

include the incorporation fee, the office expenses and all other 
preliminary expenses are to be estimated first. Then certain 
fixed assets like the building, machinery, office 

fiaanoiafneeds:- ec l ui P ments etc » to be S in with, have to be purcha¬ 
sed and their financial needs to cover them have 

to be properly taken into consideration. Thirdly, 
during the first few months of business, at the initial stage, 
the business expenses generally exceed the business receipts 
and, therefore, mean some financial involvement. How far, how 
long and to what extent such expenses would exceed the receipts 
depends upon market conditions and business position and can be 
calculated on the basis of market analysis by market analysis 
experts. Shrewd business practice requires that such business 
losses, during the initial stage, should be reckoned as a business 
cost and should be included in the total capital requirement. 
While calculating the total capital requirement it is exceedingly 
necessary to determine the amount of hard cash or the liquid 
capital, as is generally known, which is necessary to be kept in 
hand, This amount of liquid capital determines the working 
capital of the company and constituents the running fund for the 
day-to-day business needs. The company has to strive to raise 
its necessary finance and the efforts entail expenses of various 

sorts-the cost of financing as it is generally known. The 

cost of financing usually depends upon the method and way of 
financing adopted by a company as well as on the conditions of the 
money market. Generally the financing cost ranges from 2 per 
cent to 10 per cent of the capital raised. The total capital of the 
company, estimated at the time the company is promoted, should 
also include this financing cost so that the capital raised should 
take care of the cost entailed in raising it. While arriving at the 
total capital requirements of the company it is advisable first to 
make an estimate of the various requirements of all types and 
then to compare the estimates with the capital analysis of a 
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number of representative business units of similar size and condi¬ 
tion, like the one that is being promoted. 

Broadly speaking the total capital requirements can be split 
into three main parts for the three main purposes. Firstly, the 
company needs some fixed capital to acquire the fixed assets- 

the block capital requirement as it is sometimes 

Three main called. Then there should be the working or the 
parts of capital , • 

requirements : circulating capital to meet the current working 

needs of the company, both of a regular and a 
variable nature,, Thirdly, the company may also need finances in 
its life to carry out extension and expansion programmes or 
schemes. There ought to be a separate capital provision for 
such purposes. 

The amount of capital necessary to finance the fixed asset 
depends upon the nature of business of the company, the nature of 
business activities of the company, and the size of its business 
operations. Secondly, a company may be a marketing or a 
manufacturing concern ; a marketing concern lias a small block 
capital needs as against a manufacturing concern which must 
have a huge fixed capital requirements, 

The working capital needs of a company is of a revolving or 
circulating character. Such a capital is mainly the investments in 
raw materials, in semi-finished products, in accounts receivable, in 
saleable securities and in cash. These investments are regularly 
converted, after alteration in forms, into cash which in its turn 
flows out again for the purchase of raw materials and other work¬ 
ing capital forms. There is thus a constant and regular turning 
over and requires a short-term capital. In order, however, to 
determine the net or actual working capital position of a company 
the current liabilities of the company, consisting mainly of short¬ 
term bank loans, accounts payable etc., must be deducted from 
the current assets representing the working capital. 
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The genera] nature of business of the company, the volume 
of business as a whole and the volume of sale generally determine 
the amount of working capital requirement. The working capital 
is also affected or influenced by seasonal variations in business 
length of the manufacturing period, terms of sale and purchase 
and rapidity of 'turnover’. The greater the seasonal variations 
the longer the period of manufacture, the larger the credit sales 
and the lesser the rapidity of turnover, the greater will be the 
necessity of maintaining a large amount of working capital, 

. In order tllat ; the harness appliances and equipments, the ' 
business properties and the fixtures are kept in the standard 
physical condition, the company requires a maintenance cost which 
must always be provided. 

A sound capitalization programme and policy should be 
designed not only to provide the nacessary funds for the various 
capital requirements and to determine the adequacy of each but 
must also be such as to reinforce the collateral 
Capital Gearing:- objectives by strengthening and assuring a sound 

continued life to the company. The relative 
proportion of the working and the block capital, the right and 
balanced proportion between the authorized and the issued 
capital, the issued and the subscribed capital, the subscribed 
and the paid-up capital are also matters of great importance 
in the life of the company. A perfect blending of these capital 
divisions givos strength and vitality to the company : a dispro¬ 
portion disjoints its tissues and weakens it. In other words, there 
ought to he what may he called a perfect capital gearing of the 
company. Capital gearing is a comprehensive business policy and 
includes not only a just and perfect interplay of the various aspects 
of the capital resources but should also mean a policy designed 
to establish and maintain favourable relations with stockholders 
banks, financial institutions with long term capital investment 
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and short-term creditors. Capital gearing policy or programme 
relates to the sources of business funds and their adequate and 
proper business use and covers an analysis of the total amount of 
funds that should be utilized or invested in the business, It also 
indicates the relative amounts that should be raised through 
short-term and long-term borrowing, the sale of preferred and 
common stock and other sources of finance. Capital gearing 
policy or programme is based upon needs for funds in the various 

categories of the company’s assets-currents assets, fixed 

assets, deferred charges etc.-and the necessity of the situa¬ 

tion of the company operates in, In other words, capital gearing 
policy is a programme of the financial plan of the company de¬ 
signed and directed towards securing the required capital or assets 
for the company in a manner that ensures a sound financial struc¬ 
ture, for the company, at a low cost. The capital or assets should 
be adequate, and the amount raised by borrowing should be 
always in proper proportion to equity financing without being a 
serious burden. 

The capital structure of the company cannot be, as it should 
not be, left to chance ; every move towards financing should he 
calculated and a well thought-out step, whether it is a question of 
issuing shares or debentures. While issuing the equity shares it 
has to be examined that the company’s earnings will be enough 
to provide proper and justifiable return to such shareholders. 
In the same way the pros and cons of the issue of preference 
shares carry a fixed rate of dividend and, therefore, before issuing 
them it should be ascertained whether the company is expected 
to earn oven in bad years an amount which can cover dividend 
payments to the preference shareholders besides meeting other 
charges including debenture interest, if there beany debenture 
issue. Similarly, before issuing debentures it has to be remember¬ 
ed that debenture interests have to be paid in all cases, irrespec¬ 
tive of whether the company makes any profit or not. It is said 
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that debenture toteeatfcld b. earned b, a s , fe BMgininthe 

poorest year and by a considerable margin on the average If 
owever, the company is ejected to earn even in lean W nrs i 
sum equivalent to pay the interest the debentures may be issued 
otherwise debenture issue is not advisable. Besides the probabb 
Ity of earning the debenture interest, for payment a number of 
ther points have to be considered. Whether or not other bust- 
ness houses in the same field have issued debentures ? Whether 
the debentures are to be issued at a discount ? Are the debentures 
to be redeemed at a premium ! And whether there is compulsory 
provision for a sinking fund ? All these have great effects on 
fhe company’s financial structure and they have to be weighed 
well. In short, the necessary investment on capital assets, the 
'Current requirements for working capital have not only to be 
perfectly guaged but have also to be well integrated to ensure 
■availability of funds and profits. 


Capital gearing is, therefore, a long-range planning. The 
whole financial plan of the company should be formulated with 


Capital gearing 
an a long-range 
planning ; 


reference to the long-range capital needs of the 
business and in relation to the long-range ability 
of the company to meet its obligations, While, 
therefore, drawing up plant expansion programme 


-the probable growth of the company, the changing needs of the 


iconsumers and their preferences, the developments of foreign 


market, the possible extent and impact of competition and such 


.■other long-range matters have to be considered ; the expansion 
programme should be adapted to all these. In order that the 
business be based on a sound financial footing it is necessary to 


have “a proper balance between current borrowing, long-term 
liabilities, and the equities of stock-holders” x There are four 

phases of a financial programme of the company.-(a) the 

L Owens, R. N.—Introduction to Business policy. 
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present and the future business volume envisaged for the com¬ 
pany, (b) the present financial needs of the company and the 

possibilities of strengthening them, (c) the future financing needs 

of the company and its known requirements of funds for meeting 
maturing liabilities and (d) the possible and desirable capital 
sources available to the company. 

The various phases of the company’s financial planning should 
be integrated and co-ordinated to have the financial machinery 
well geared. In order to have the capital or financial plan well- 
geared it is necessary that there should be a proper relationship 
existing between the various items that appear on 
Phases of finttn- the balance sheet. The current assets should be 
Sddbetfeg. neither too large or too small in amount in relation 
rated! ~ to fixed properties; the current liabilities should 

not be too large in relation to current assets and other equities. 

Capital gearing also presupposes a plan for planning, and co¬ 
ordination in the sources of capital. The method o raising he 
capital of the company should be formulated in relation to the 
total financial structure of the company. The nature and business 
implication of the various types of securities, to bo employed by 
the company, should be fully considered so that the company s 
financial stability is achieved with the minimum of cost. The whole 
financial mechanism of the company should be so regulated that 
the capital of a company should bo at least equal to the not mone¬ 
tary value of its assets, i.e. to their aggregate value less debts and 
other liabilities. This is rather an idealistic position, and an arith¬ 
metical equality between the amount of the com- 
Necessity of ba- p an y’ s capital and the net monetary value of its 
iomJal!y?capi- assets is generally not possible, except at the time 
tal , “i“ ompa of its formation. Asa result of the company’s 
transanctionB the balance between the company s 
assets and the company’s capital may change, according as tran- 
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sanction are favourable or unfavourable. Such changes are of- 
eourse unvoidable but the changes should not be such as to tilt 
the balance heavily, either this way or that. The swing of the 
financial pendulum of the company should be within limits and 
should always be infiunced by a constant effort to reach the equi¬ 
librium point. An undue difference between the company’s capital 
and its assets would bring about either the position of over—capi¬ 
talization or under-capitalizalion for the company ; and both the 
positions are bad for the company. 

Over-capitalization may result in a variety of ways, all of 
which have to be guarded against to avoid coming into an over capi¬ 
talized position. At the time of company’s formation it sometimes 
happens that the aggregate contributions towards the capital 
are less than the capital, firstly, because the shares are directly 
issued below par which actually means that the subscribers pay 
less than their par value. Secondly, capital contributions also 
come below the capital because sometimes the company grant 
commissions to promoters, bankers or other persons or institutions 
engaged in selling shares. Selling shares below par is the direct 
method of pushing the company to an over-capitalized position, 
while the granting of commissions for the sale of shares is only an 
indiract method for reaching the same position. Asa matter of 
public policy legislation should prevent issues below par, and also 
by limiting commissions. Besides, when an i nterprise issues more 
capital than can be profitably employed in the business, or when 
a company suffers a decline in the efficiency of its assets due to 
bad or inadequate provisions for depreciation, or when the com¬ 
pany borrows funds at an exorbitant rate of interest, the company 
is bound to reach an over-capitalized position. Floatation of the 
company or its extension schemes have to be well-timed. If, how¬ 
ever, a company is floated during a period of boom or even when 
the company unwisely spends too much on very costly machines 
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whose productions may not be in line with the expenditures, an 
overcapitalised position may be reached. 

Over-capitalization means a fall in the earning capacity of the 

company and, therefore, a fall in its credits in the market The 

prices of shares of an over-capitalized concern are 

Bftd effects of always unstable and to the shareholders: as such, 

over-capitalize- , are 0 f small value as security for loans. Since 
tions:— j . 

the earning capacity of the company goes down in an 

over-capitalized position its shares are of lesser worth than its face 

value. To the shareholders, therefore, over-capitalized concerns 

mean not only a loss of capital (in so far as the shares are of 

lesser worth than their face value ) but also loss of earnings. Low 

profits of the over-capitalized company not only means a loss 

to the shareholders but they also adversely affect the employees- 

interests; because of low profits wage payments and welfare 

measures are halted or slowed down. 

Under capitalization is the other end of a bad capital orga¬ 
nization in a company and gives birth, like over-capitalization, to 
a series of evil effects. Under-capitalization which means insuffi¬ 
ciency of capital required to meet the business needs of the com¬ 
pany results, mainly, from a failure of the company promoters to 
correctly estimate its capital needs and also due to the failure of 
the organizers of the company to provide sufficient current finance. 
It is mainly as a safeguard against the provision of insufficient 
current finance that section 101 of the Indian Companies Act 
provides for a “Minimum Subscription” before allotment of shares. 
Under-capitalization, as a business evil, also results from au 
attempt of the company organizers to meet the permanent needs 
of the company from loans or advances from banks or from such 
other short-term capital sources. 

Under-capitalized companies always suffer from the insuffi¬ 
ciency of capita] and, therefore, they constantly indulge in heavy 
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borrowings. Heavy borrowings generally mean 
capitalization 1 ;" expensive borrowings and the company, indulging 
into it, often gets entangled in a financial mesa 
with the danger of going out of existence. Under-capitalization 
also defers or makes difficult any plan for the company’s growth. 
Insufficiency of proper funds brings instability in business and 

business credits, Which is so important. 

i 

Some enthusiastic business enterprisers, however, believe that 
it is paying and advantageous to keep the company under-capi- 
talizedand carry on with borrowed funds which 

equity: ° caa be secured at a fixed rate of interest—-a 

rate which would he lower than the rate of divi¬ 
dend. By such a business ‘ingenuity’ a higher rate of dividend 
can thus be declared on the share capital standing at a low figure. 
In American business practice such a business ingenuity is known 
as “Trading on the equity”. Thus supposing that the share capi¬ 
tal of a company is Rs. 3,00,000 and the borrowed funds amount 
to Rs. 2,00,000 with 5% interest there on ; now if after investing 
the total sum the profits come to Rs. 40,000 there would be a 
balance of Rs. 30,000 for payment of dividend after paying Rs. 
10,000 as 5% interest on the borrowed funds. The rate of divi¬ 
dend would thus be 10%. But if the whole of 5,00,000 would have 
been the share capital the dividend rate would not have been 
more than 8%. In such a case, therefore, under-capitalization 
means higher rate of dividend. This principle of trading on the 
equity is, however, misleading and may at any time land the 
company into great trouble, and it cannot be a practical proposi¬ 
tion on a long-term basis It is not possible always to borrow at 
favourable and low rates except in very exceptional times when 
the money may be very cheap. Secondly, once it is known in the 
market that the company suffers from insufficient capital it will 
be very difficult to arrange loans conveniently, Under-capitaliza- 
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tion is like ail attempt to run a race without breath and means 
only falling or breaking down. ‘Trading on the equity’ may mean 
a higher rate of. dividend sometimes but in the long run it is a 
bad business, 


CHAPTER XIV 

DIVIDEND POLICY OF THE COMPANY. 

The major problem of finance of a Company, and with which 
the public interest is concerned, is dividend payments. The policy 
about payment of dividend is important for the business adminis¬ 
tration and management, for the stock-holders and also for the 
public in general. 

The dividend policy has several aspects-^-it relates to 

the amonnt of the net income to be retained for further invest¬ 
ment or the ploughing back of profits as it is called, 
JpnTpolicy^ 1 * ^ ie amount to b® P ai ^ as dividends, the regularity 
of dividends and the method of its payments. A 
sound dividend policy which may be formulated by the company 
has to embody all these various phases so that not only the com¬ 
pany gets financial stability' but the shareholders also get a 
reasonabe return. A sound dividend policy should aim at a pro- 
per balance between the company’s liabilities and the net worth 
•or the equity of shareholders. Liabilities mean and include the 
•current amounts payable and the long—term debts ; while the 
equity of shareholders is represented by the outstanding capital 
stock, paid-in surplus, capital surplus, earned surplus and reserves. 

Ploughing back of profits is a sound policy not only for a new 
concern but also for all those business enterprises who have to 
achieve some growth and expansion without diffi- 
Retention of ' eulties. A sound financial policy, therefore, requires 
•earnings. ^ ^ guba ,. ant j a i am0 unt of the net-income of the 

company should be retained in the business from year to year. 
Temporarily, this may appear to indicate a loss to the shareholders 
but tlie shareholders can well expect to be compensated in due 
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course by an increase in their equity and also by an increase in 
the market value of the company’s stock because of financial stabi¬ 
lity resulting from reinvestment. The amount of net profits that 
has to be sliced out to be retained in business will depend upon 
the individual needs of capital in a company and will be determin¬ 
ed by the business attitude of the managing body. Retention of 
earnings in the business while on the one hand increases the mar¬ 
ket value of the shares it also saves the shareholders from payment 
of income tax on the earnigs retained and ploughed back- 


But a policy of retaining profits in business should not com¬ 
pletely shut the payments of dividends ; for the shareholders this 
is both financially as well as psychologically bad. 


Payment of divi- While it is necessary to retain a portion of the pro- 
re tenUori"! 68 fits into business it is also desirable to formulate a 


policy by which the shareholders are also paid a 


fair dividend each year. 


A policy of sound middle course requires that dividend policy 
should err neither on the side of too liberal payment nor in the 

opposite direction. But speaking from the point 

Sound middle of view of a cautions management policy it suits 
course : 

business sobriety to withhold parts of the profits 
in order to make provision for unforeseen future contingencies and 
to have a stabilised dividend policy so that the company may 
be able to pay dividends even in lean years. Withholding oi profits 
will thus have a double beneful effects on the company : finally it 
will enable the company to weather oven rough and violent busi¬ 
ness storms and secondly, it will avoid the possibility of violent 
and wide fluctuations in the payment of dividends from time to 
time, But such withholdings of profits must always be an act of 
sober judgements by the directors and should never be indulged in 
. by the directors as an abuse of their powers in order to manipulate 
things in their favour and to freeze out the the minority, 
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Since the second quarter of the twentieth century there has 
been a trend against unlimited and excessive dividend, although 
the motive behind this move has been different at 

Scestivfdivi. different times - 111 Germany, for instance, the law 
dend . of December, 1934 laid down rules according to 

which the companies were to pay dividends in excess of 5 per cent, 
or if in the previous year they had paid a higher 

dividend e inGer. dividend > in exceas of 8 P« r cent. The surplus, so 
many: created by such a legislative curb on excessive 

dividends were to be placed, according to the law, with a public 
finance institution known as the Golddiskontobank, This institu¬ 
tion, Golddiskontobank, which was supposed to hold this surplus, 
so placed in its hands, in trust for the companies concerned, in 
its own turn was required to invest it in Reich bonds. The whole 
intention behind this restrictive legislation was to give indirect 
financial support to the great rearmanent plans of the Reich. 
Later, the Nazi Government brought other measures by which 
payment of higher dividends was subjected to such a special 
and highly progressive tax that payment of higher dividend 
became almost prohibitive. 

The move towards a curb on the payment of excessive dividend 
came to be favoured in England during the Labour Government, 
that came to power after the second world war, with 
Curb an exce an idea to encourage and give financial support to- 
England l dend the post-war development schemes. Mr Hugh Dal¬ 
ton, the then Chancellor of the Exchequer, in his Budget speech for 
1946-47, emphasised the necessity and desiriability for the compa¬ 
nies to devote their funds to post-war development programme 
rather than to the enlargement of dividends. As a measure to- 
curb excessive dividends, the Finance Act for 1947-48 provided for 
higher taxation on distributed profits in respect of profits tax. 
Mr Dalton held the view that too much was distributed and too 
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little ploughed back into the company and that shareholders get 
higher dividend “for no work at all”, , , 

The amount to be paid as dividend is an important matter of 
public policy from the point of view of its effects on society. 

There being no limit to the. sharing of fruits of 
Amount of divi* business and industry, our economic organization 
policy: has become unequally divided. There is a sharp 

difference and painful contrast in the economic 
condition of the different classes of society ; the rich is getting 
richer and the poor poorer. The inequality is hardly justifiable on 
ethical and social grounds for it not only creates the problem of 
the ‘haves’ and the ‘hayes-not’ but also results in a considerable 
amount of productive waste and dissipation of economic goods in 
the satisfaction of unnecessary and trivial wants. There is a 
tendency among business enterprisers to get a return correspond¬ 
ing atieast to the prevailing rates of interests and wages for 
their investment and labour of management. As a next step, 
they feel that their position being those of risk-takers they deserve 
more than the rates of interest and wages lor their investment 
and services. In other words, they do not want any limit to the 
rate of dividend payment. Such a policy would thus only aggra¬ 
vate the evils of inequality. 

As a matter of public policy, therefore, it is necessary, in 
order to cure or curb the evils of inequality, that there should be 
a limit, a maxima, to the rate of dividend that can be declared. 
A ceiling on profit is as much essential as a ceiling on land, if the 
society is to move towards a balanced economic system and asocia- 
listic goal. The whle policy of income sharing, as such, has to be 
modified and adjusted if not towards a complete equalization then 
atieast towards a reduction in the inequality that now prevails, 
to avoid a lopsided development. 

Income of the company is subject to the business and market 
fluctuations from year to year. These' fluctuations naturally 


[ ■ 
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i; ' ■ affect the raf eof dividend to be declared each 

dend should bft y ear - Years of 8 ood P roflts y ei W good dividend 
j stabla: and when the profits are depressed the rate of divi- 

j dend too goes down. But from the point of view 

: business policy a fluctuating rate of dividend reflects bad manage¬ 

ment and instable conditions. It is, therefore, necessary that 
there should be some regularity in the rate of dividend from vear 
to year. Although dividend rate of any company cannot be 
strikingly uniform from year to year, it is necessary that 
j the rate of dividend, from year to year, does not move in hapha¬ 

zard fluctuations but there is a continuing regularity. To achieve 
this regularity a company should withhold a part of its profits in 
good years to provide a fund of cash and credit balance in the 
j oarned surplus account to offset and minimize the effects of low 

. profits in lean years. This earned surplus account, so created, 

would thus work as a shock-abserver, and the jerks of irregularity 
may thus be absorved and avoided. 

A sound system of dividend policy should not only avoid 

haphazard fluctuations in the rate of dividend declared from year 

j to year but should also aim to have regularity of an upward tend. 

| An upward movement, even if it is small and slow, 

1 Regularity of an re fl ec fc 8 a SOU nd management and successful busi- 

i upward trend in , _ . 

dividend rate: ness operations. Payment of a regular anu slowly 

increasing dividend tends to strengthen ihe credit 
•condition of the company, stable its stock-price and heighten its 
market standing. 

i 

1 Payment of dividend 

■ Dividends may be paid in cash, property, securities of other 

companies or stock of the same company. There are also instances 
j when “dividends have been paid by the issuance of some type of 

I short-term or long-term liability, but such a payment is usually 
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deemed to be unwise”^ It was an old fashion to pay 
bonds* 11 ' 1 * D dividend in bonds of some other company : but 
under the modern business practice this is regarded 
as a policy of doubtful value. Payments in property and scripts 
are rare , but stock dividends have some uses. Firstly, stock divi¬ 
dend is not subjeot to taxation Then, such a method of payment 
increases the number of shares outstanding and enables larger 
cash payments for dividends at a later date, From the point of 
view of the company one of the greatest merit of the stock divi¬ 
dend is that payment of dividends are made to the stock-holders- 
without any necessity for the company to part with the oasln 
In spite of all these, stock dividend is not a very popular method 
of payment ; the most common and current method of payment 
is cash. 

Stock dividend is considered to be not a distribution of profits, 
to the shareholders but capitalization of the company’s profits. 

What the company does in such cases is that the 
of profita atl0n com P an y declares dividend or “Bonus” out of its 
profits and issues at the same time a corresponding 
number of new shares and instead of paying off the dividend or 
“bonus” applies them or offsets them towards the payment of tho 
amount due on such new shares issued and given to the share¬ 
holders. The issue of these shares, known as the Dividend-shares 
or Bonus-shares means that the company does not part with any 
cash or asset in the payment of dividend and is thus enabled to 
increase the capital. 

The system of capitalizing the profits by issue of stock divi¬ 
dends is, however, a subject of divided opinion. There are people 
who doubt whether stock-dividend is payment at all; some have 
gone to the extent of saying that the issuance of the stock should 
not be considered a dividend. “A stock dividend declared by a 

1. Owens———Business Management and Public Policy. 
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corporation . is not in any true sense a dividend at all, and its 
issuance is, in the last analysis, nothing more than an incident or 
process in corporation book-keeping.’^ 

Stock-dividend is another way of withholding profits for their 
retention m business. But there is an essential difference between 
the simple retention of profits by not declaring the dividend at all 
■or declaring dividend only on a part of the profit and the reten- 
.tion of profits for being capitalized. If profits have been made 
and not declared as dividend they may be carried in the books of 
accounts as ‘surplus accounts’ or ‘undividend profits’ etc. etc. but 
none of these book-keeping entries entitle, or give a right to, 
the shareholders to claim any share in them unless they are dec* 
lared as a divisible part. On the other hand, if the profits are 
capitalized and stock-dividend is issued the company acknowledges 
a liability, in its books of accounts, to the shareholders equivalent 
to the aggregate par value of their stock as shown by the “capital 
stock account” of the company. Stock-dividend, therefore, atleast 
■shows that although the profits have been capitalized and nothing 
distributed, the retained profits may be available for distribution, 
either in cash or in kind, at a later date when business conditions 
permit. 

Dividend may be paid out of profits or out of capital. Divi¬ 
dends out of profits, however, does not merely mean payment out 
of current profits or the earnings for the current 
profits. 111 ^ ° Ut ° f y ear ’ ^ ma y a ^ so be paid out of accumulated 
earnings pooled over a period of several years and 
carried as earned surplus in the books of accounts of the company. 
From the point of view of public policy payment of dividends out 
of the accumulated profits regardless of the current year’s profits 
is not a healthy system. Surplus is as much a part of the capital 
as the capital stock. Payment of dividend out of the surplus and 

1, Stipe vra, First National Bank of Portland quoted by owens. ' 
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regardless of current profits thus means dissipation of the 
company’s capital and, what is more, it also shakes the confidence 
of the company’s creditors. As a matter of public policy one can 
go a step further and say that what to speak of payment out of 
surplus dividend payment should depend not only upon profits 
but also upon the cash position of the company. Payment of 
dividend at a time when the cash position of the company 



is not very happy would further reduce the working capital of 
the company and may create business difficulties. Dividend, as 
such, must always be paid out of profits. It is a matter of great 
importance not only for the shareholders but also for the public 
in general that the capital of the company is retained intact and 
if the company suffers any operating loss the same must be made 
up before dividends can be declared. While paying dividend 
the interests of the creditors, and the stockholders have to be,' 
protected and at the same time the strength of the company has 
to be maintained. 

A sound financial policy for the company and regularity in 
dividend payment should always be the guiding factors before the 
board of directors while declaring dividends. Keeping this in view 
it is necessary that the board of directors should be conservative 
in payment of dividends. Mead is of opinion that no 
dividend should be paid during the first few years of the 
starting of the company so that the company may be placed on a 
sound financial footing before it can declare dividends. 

Dividend should he paid only out of what is known as the 
'divisible profits’. The directors have the power to determine the 
way a dividend will be paid and also to fix the amount. Unless 
the directors abuse their power and take undue advantage of 
their position no body can interferenc with the directors in their 
dicisions. 

1. Corporation Finance. 
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Dividend Policy : The Indian Companies Act 

The provisions of the Indian Companies Act while dealing 
with the question of dividend lays down certain broad principles 
regarding payment of dividend. They are more or less of the nature 
of general provisions found elsewhere and are directed towards pro¬ 
tecting shareholders’ interests and the financial stability of the 
company. The general provisions may be thus(a) A company 
can pay dividend in proportion to the paid-up amount on each 
share where a larger amount is paid-up on some shares than on 
others, (b) Dividend must always be paid out of profits and not 
out of capital; payment of dividend out of capital virtually 
means a reduction of the paid-up capital of the company and is 
as such, very detrimental to the interests of the company, the 
public in general and is, therefore, ultra vires, (c) Since 
payment of dividend out of capital is ultra vires the directors 
who are party to payments are both jointly and severally 
liable to repay the amount, (d) The dividend has to be 
paid, or dividend warrant has to be posted within three months 
from the date of declaration of dividend. Directors, managing 
agents, secretaries or treasurers who become guilty of violating it 
are liable to penalty of simple imprisionment upto 7 days in addi¬ 
tion to a fine except in cases where the dividend could not be paid 
by reason of some law (ii) where there is dispute as to the right 
of the dividend, (iii) where there has been some adjustment against 
company’s dues or claim, (iv) where shareholders’ instructions 
about payment cannot be complied with and (v) where for some 
reasons or the other the company is not at fault. 




CHAPTER XV 

SHAREHOLDERS’ RIGHTS. , 

Shares of a company are the ownership securities and the 
shareholders, as such, are supposed to be the owners of the com¬ 
pany as distinguished from the debentureholders who are merely 
the creditors.. Technically, however, and legally too, the company 
exists as a legal entity independent of the sharehol- 
Shareholders ders the shareholder are not the company. Although, 
•doxioal 1 and 1 ™ therefore, the shareholders are the owners of the com 
debatable t pany their rights and duties are not identical with 
those of the company itself. “The stockholders own a unit of inter¬ 
est in the corporation without holding title to any tangible or intan¬ 
gible assets that are used in the business . 1 '** Paradoxically enough, 
the stockholders, as such, although poossess ownership securities 
and are so said to be the owners do not hold title to the any 
tangible or intangible assets of the company. The tangible and 
intangible assets belong to the company as distinguished from the 
shareholders. The shareholders’ position, therefore, is technically 
and legally confounding and intriguing, The shareholders’ posi¬ 
tion is thus a subject of debate and controversy. From the point of 
view of hard economics it is said that shareholders are no more than 
mere suppliers of oapital and they do not derive any more than 
a return equal to the interest on their money, varied up and down 
according to the amount of risk they undertake. This view is 
justified on the ground that the “shareholder of to-day, unlike 
the owner of yesterday, does not add to his capital the quality of 
management and labour, he, therefore, should not expect the 
entire accretion to his property.” 2 The plain view on the other 


1. Owens, R- N.—Business Management and publio policy, 
2 Hand book of Business Administration—Donald. 
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«UKi is that sins the sh«i„H,. r ; s , he , , 

accretion of vahnNhsuld Wont to him ' i f * COmpiDy *■' 
tail or curb this inherent right of tto “h n, c ”' 

violation of the principle of private o'Zsut 0 ^‘ 
theory of ownership the eharehoHer, contend to 1 “ 7 
pany ran in a way their interests m „ **7 tte ma ' 

■is at variance with the aetnal practice' * iMry 

stoefcholdere’ poriUm. Tina original position of Ihe etoetolto! 

Shareholders’ ‘ ^ *** "*> “ »*. 

changed of lte company, has rapidily Changed during the 

position : course ofvears Tin,. o » 

position of the shareholder haeundergone^vnryhig 

^ : ^si g „i a canoe--ehan g e,whichare fc nda m e„J 

, The property structure has very rapidly reorganized and 
reconstructed itself from a situation where an investor was the 

real master ofthe company to a situation where an investor has 
no control oyer things. The shareholders now purchase shares as 

* P ™ m ™ toent ’ hewing little or nothing about the aetual day. 
to-day operations of the company. 

On an extreme and technical analysis of the actual practice 
and the position of the modren stockholders it is clear that the 

shareholders do not exercise any remarkable rierht, 

rightfare 018 There are > however, various rights which the share- 

nominal: holders atleast nominally have. These rights, al¬ 

though they exist, are by no means necessarily 
available for all the shareholders, particularly for shareholders 
who are “little people” owning small blocks of stock. This is, firstly, 
because it is difficult for the small shareholders to enforce these 
rights and secondly, the expense and process of enforcing them 
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becomes prohibitive. The actual position of the shareholders is, 
as such, much weaker than it appears on the surface, 

The rights of the shareholders, although they are only nomi¬ 
nal are usually exercised in the general meeting of the sharehol¬ 
ders, although there are some rights which may be exercised out¬ 
side the meeting. 

The rights of the shareholders as are exercisable in the meet¬ 
ing belong to the shareholders rather collectively. These rights 
relate to the election of the directors; to the amendment of the 
articles, to reorganization, and consolidation, to a move for merger 
and voluntary dissolution of the company. 

The management of the company is generally vested 
in the board of directors which the shareholders have a 
right to elect. Under the continental legislations the sharehol¬ 
ders in the general meeting had the supreme right of direction of 
the management of the company and the directors had to follow 
their instructions. The Anglo-American system provides, although 
only theoretically, greater rights to the shareholders in as much as 
the shareholders can both refrain from re-electing the directors 
and can also even remove them before the end of their term ol 
office. The right to vote is a right which is inherent in and inci¬ 
dental to the ownership of corporate stock, and as suoh is a pro¬ 
perty right, and it follows that a stockholder cannot he deprived of 
it, and that the right cannot be essentially impaired, either by the 

legislature or the corporation. ’ u As a practical proposition 

it is, however, a very stupendous task-an impossible one 

-to organize the shareholders for obtaining a resolution 

for this purpose in the general meeting. The shareholders are so 
diffused and disorganized that the rights they possess and can 
exercise in the general meeting can never be exercised at all 
in practice. 

1, Rein vrs. Lanston Monotype Machine Co. quoted by owens— Business 
Management and Public Policy. 
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The rights of the shareholders which are exercisable outside 
the general meeting belong to the shareholders individually. Their 
indude the pre-emptive rights, the right to dividend, the right to 
purchase property from and sell it to the company, the right to 
engage in competing business, the right to purchase claims against 
the company etc. etc. 

A shareholder has a right to maintain his proportionate vot¬ 
ing control and also his relative participation in the company’s 
assets and earnings so that his interests may not 
The pre-emptwe unduely suffer. This is otherwise and commonly 
known as the ‘pre-emptive rights theory’ and is 
generally the basis for a shareholder’s rights to subscribe to a 
rateable share of the new issues by a company. 

In theory, as such, it is always desirable that on the issue of 
new stock the management must offer every shareholder the right 
to subscribe to his proportion of the new issues. In companies 
where there is only one class of stock this right of the share¬ 
holders works out well and quite smoothly ; but in a company 
where the capital structure is complicated by there being a large 
variety of stocks outstandings such a right of the shareholder is 
generally confused. Thus preferred stock-holders are not entitled 
to subscribe to an additional issue of common stock shares, the 
common stock holders are not entitled to subscribe to additional 
issues of preferred stock. 

Although the law regarding the , payments of dividends is 
very flexible, it is generally thought that shareholders have a right 
to reasonable dividends. Payments ot dividends 
Right to divi- t0 shareholders, thus, cannot be held-up by the 
directors arbitrarity ; non-payments of dividends 
by the directors with the obvious intention of freezing out share¬ 
holders or to make way for purchasing the shares themselves at a 
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very low price are not allowed and the shareholders have a right 
to sue to enforce payment. But in actual operation this right too 
is not of any intrinsic and real worth in as much as the decision 
of the directors as to what amount is divisible and what not, 
■whether the company needs money for expansion projects etc., are 
almost absolute and unquestionable in practice. The courts very 
seldom find it convenient to revise the decisions of the directors 
and the shareholders have little to expect of their rights about 
dividends. 

The company and the members composing the company are 
not identical in as much as the company has its own personality 
independent of the members. Shareholders, as such, 
Right to engage i iave a right to engage in any competing business. 
bushwss- 1 '' 8 Apart from the legality of the question, on principle 
too, there is nothing unfair about it. Economically, 
stockholding is an investment and there can be nothing undesir¬ 
able if an investing man while subscribing to the shares of a 
company also makes an investment in some other form and in a 
different business which engages in some close competition with 
that company. 

From the independence of the shareholders to engage in a 
■competing business flows the natural corollary that the sharehol- 
Rijjht to pur- ders can have claims against the company, where 
iwuinRt'thT they are themselves members, and have those 
•company i claims enforced. 

Under common practice the shareholders of a company have a 
right to object to the merger of the company with another, parti¬ 
cularly if the merger proposal is unconscionable 

Right to have or unfair. If some how or the other the merger is 
shares appraised , , 

during merger, not prevented, and it takes place, it is a reasonable 

and justifiable principle that the board of directors wanting mer¬ 
ger cannot, acting with the strength of a majority vote, force an 
unwilling shareholder to take stock in a different merged under- 
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” Ig ; r ™that his dare, be 
appraised and be paid in cash. Although this “appraisal right" 

which u a new one, i. not a tried and tested right it is based well 
on the frame of public policy rad 0 „ ghUo be „ n „ ed b 

legislature and the law courts. A denial of this right means 
yoking a shareholder to an unagreeable proposal by force and is 
therefore unsconscionable. 


There may, however, be cases of merger proposals to which the 
shareholders have not objected ; but in that case he is entitled to 
another important right so that his interest, may net suffer or 

Bight to have ol ™g 6 adversely. In the event of the merger com- 
equity interest ing mto effect the shareholders of the merging 
se of merger : Com P an y has a right to be offered securities in the 
new company representing equities in the new con¬ 
cern of approximately equal value to the equities held by him in 
the old company. A preferred stockholder of the old concern is as 
such entitled to a preferred position in the new concern too and 
a common stockholder has a right to get a fair value of his 
equities in equity shares of the new merged enterprize. 

Besides the forgoing rights, which are important, the share¬ 
holders enjoy certain other general rights including the right to 
secure a shareholders 1 list and right to inspection 

sSholdeS'list ofbook3 0fthe company. List of shareholders, if 
and right to ins- wanted by a member, cannot be, as it should not 
company’s books denied. Similarity the stockholders are entitled 
to inspect the books of the company for proper 

purposes at proper times,..and they are entitled to such 

inspection, though their only object is to ascertain whether their 
affairs have been properly conducted by the directors or managers. 
Such a right is necessary to their protection.’* 


I. Huylar vrs. Cattle Co. quoted in owens ( Business Management and Public 
polioy. 
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: The shareholders, in business theory, and on ethical principle, 
are entitled to have the company run for their best interests. As 
instruments to move the management towards these interests the 

shareholders possess a set of rights, both legal and general. But 

in actual practice the shareholders are in a helpless position in as 
much as they are unable to enforce those rights and have no way 
out except to rely on the good faith of the management. Indivi¬ 
dually they are powerless, and collectively a disorganized and 
■diffused unit, neither understandable nor working. Their interests 
■which are important, and their stake great, depend on the mercy 
of the management and ought to deserve attention from those 
who are framers of public policy and the guardian of the society. 
,It leads to a question of the protection of the shareholders 
interest and deserves examination by students of business theory 
and practice. 


CHAPTER XVI 

DIRECTORS: THEIR POSITION, POWERS AND FUNCTIONS. 

According to the legal position, almost in every country, com ■ 
pany is managed only by its directors. Directors, therefore, are 
persons through whom a company or a corporation may perform 
its acts. Every company, as such, has one or more directors, 
usually in addition to other officers, appointed and working in 
the company. 

The directors make their decisions, with'regard to the affairs 

of the company, by meeting to*gether as a board known as the 

Board of Directors. The Articles of the company 

Powers of the generally define the powers of the directors; and 
.Directors: s \ . , , ,, 

in the absence of provisions to the contrary they 

■exercise all the powers of the company which are not kept reserved 
to the general meeting. The company in a general meeting may 
also regulate and restrict their powers. Subject, therefore, to such 
■restrictions and regulations, the directors have the powers to act 
in the best interests of the company. The spirit of the act as it is, 
the directors should not be regarded as the agents of the stock¬ 
holders, but they possess powers that are original and undelegated. 

Although in the strict technical sence they cannot be regarded 

.as trustees but they have a fiduciary position—-a position of 

trust and confidence. As a fiduciary, they have an obligation to 
keep the best interests of the company in all their acts and to 
conserve the assets of the company. But here too 

'.Fiduciary posi- there | s a controversy-——a controversy which 

Directors: begins when on principle the interests of the com¬ 

pany is contrasted with those of the shareholders; 
'One approach is that the directors stand in a fiduciary relationship 
with the company; the other, that they are fiduciaries of the share¬ 
holders, A third line is also advocated ; that the directors are 
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fiduciaries not only of the company and the shareholders but they 
must also look to the interests of the employees of the company 
as well as of the consumers and also of all third parties who. 
come in relation- with the company and finally of the community 
at large. Thus in this welter of confusion and controversy direc¬ 
tors reap an advantage ; the duties and liabilities of the directors 
are thus missed ; it is unspecific and so not always recognized. 

The duties and responsibilities of the directors, are, as such,, 
the crucial points in the company management. The powers of the 
directors are wide but uncontrolled. Although the 

Ssponsibilitios: board of directors have to comply with the general) 
instructions and decisions given by the general, 
meeting, the validity of contracts made by the board of directors- 
cannot be contested even though they seem to be injurious to the 
company. The contracts, even though in contravention of the 
resolution of the general meeting, will be binding on the company;, 
and the only recourse would be an action against the directors. 

guilty of such contraventions, This has to be accep- 
Dit-ectors res- ted that this is a poor remedy for the loss. The- 
u crucial and question of the amount of deligence, with which. 

matteT: tdle Sectors work, the spirit in which they exercise 

their powers and the consequences of breach of trust, 
are matters of great flexibility and, therefore, of controversy too. 

Amid this controversy and confusion about directors powers 
and the corresponding responsibility some of the American writers 
on the subject are rather assertive and pin-pointed about the 
directors’ responsibility.^ Prof. Berlie asserts that all powers of 
' , the directors, whatever they may be, are exercisable 

Diroetora po\v» „ , . 

ors t ,0 be excrci- at all times only for the proportionate benefit of all 
Stw h ienefiS the sliarellolders » and such powers are subject to- 
equitable limitation if and when they have bebm 
exercised to the detriment of their 1 interests . 2 

1. ’ Prof. Berio, M. E, Dodd and Means may be mentioned. 

2. Berio and Means: The Modern Corporation and Private Propetty. 
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The board of directors have apparently five absolute corpc- 

TuT ' 1™ t0 declare orta 

withhold dividends ; (m) to acquire stock or share in other corn- 

pan.es; („) the reserved power to amend the articles; and, 

ifeorpomtionl COrP °“ te enterp ™ e 

According to Bertie's views the equitable limitations apply to. 
the exercise of all these powers ; and consequently every exercise 
Equitable limi- of P°' rer ^ the board of directors is subject to a 
alI i 0 oJe a rsof te d ° uble teSt: ^ Aether the technical rules and. 
directors : regulations and the accepted company practice as. 

to the extent of exercise of power have been com¬ 
plied with ; (b) whether the exercise of power is or is not equitable-. 

according to rules somewhat analogous to those governing the- 
exercise of the power of a trustees. 

It is, therefore, just and equitable that when board of direc¬ 
tors issue additional shares, by virtue of their powers, such issues, 
should be made in such manners as to protect to rateable interests, 
of the existing as well as the prospective shareholders. The board, 
of directors should not issue additional shares for a consideration 
disproportionate to their value and to the interest which will be 
acquired by their purchase. Even in cases where the shares are 
issued for property or service and where the directors practically 
have unlimited discretion it is contended that no such issue should 
be made by the board ot directors without an appraisal by inde¬ 
pendent experts. When shares are issued for cash, the interests of 

the existing shareholders should be protected by recognizing their 
pre-emptive-rights. 

But the principle about what the directors should not do is 

seldom adhered to in practice by the directors. They do not 

keep themselves within bounds and do things in 
In practice po- . 

were exercised disregard of the limitations on one pretext or the- 

tha^prhfoipte ^ °^ er Which they can easily find out. Thus they 

exercise powers even in disregard of technical rules). 




BUSINESS ORGANISATION RECONSTRUCTED 

(by showing that there is some interest, .either of the company, or 
of the public, to justify such a procedure. Thus there have been 
■cases where additional shares have been issued in disregard of 
pre-emptive rights, and even for a consideration which has not been 
in accordance with the existing equities by merely showing on the 
surface that there has been some advantages for the company in 

■allotting the shares to a particular purchaser, _ 

It is true that, on principle, the responsibility and liability oi 

(the board of directors is great. It is in fact accepted and gene¬ 
rally recognized that directors are liable for wilful acts injuring 
■the interests of the company or, to use the English terminology, 
for breach of trust and duties. But here too the 
Whoftmst responsibility and liability is very much complica- 
■complicatedby ^ for lega j ly it ultimately boils down to a ques- 
■neceasary 1 deli 1 tion of the necessary measure of deligence and 
; S enc6 ‘ attention required from the directors. Courts deci¬ 

sions have further obscured the directors’ responsibility and liabi¬ 
lity and have left the whole question almost a subject of conflict 
■and controvery, the effect of which is to give the directors almost 
a free and unfettered hand in their actions. It is 
'Courtviews obs- ^ ug ga j(i that directors’ “trust to an undue extent 
[responsibility 1 * was not a matter with which they could be fixed 

unless there was something more alleged, as- 

for instance-that it was done fraudulently and improperly 

and not merely, by a default of judgement”-* In the same case 
James, L. J. said that “directors are not to be made liable on 
•■those strict rules which have been applied to trustees”. Brett, L. J. 
further brought down the theory of directors’ liability when he 
isaid that a director must be “guilty of such negligence as would 
•make him liable in an action. More imprudence is not such 
negligence, want of judgement is not”. 2 

1, L. C Hatherley— Turquand vrs. Marshall ( an American case } 

.2, Turquand vrs, Marshall ( quoted above ) 
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Directors’ responsibilities and liabilities have further been 
■crippled and confined, for Lindleyr, said that “if they act with 
such case reasonably to be expected from them having regard to 
their knowledge and experience”-* they are not 

■ponsibmty X liable - If tllis rlictum be accepted it has to be re- 
ppled further by cognized that directors’responsibility and liability 
■ei r qU know°edge h " is a matter wilicil cannot be built upon and judged 
•and experience; on any general principle but lias to be examined in 
the light of the particular knowledge and experience 
with which the directors in question are poseessed. Since the 
legal view is that “a director need not exhibit in the performance of 
his duties a greater degree of skill than may be reasonably expec¬ 
ted from a person of his knowledge and experience” 2 it is almost 
■a difficult task to bring the directors to a compass of guilt. It is 
indeed a difficult matter to prove that a director has a better 
knowledge and experience to act with greater care and deligence. 
Logically it, therefore, follows that if the directors can show that 
they have no better knowledge and experience than they have 
acted with, they cannot be held responsible. 

What is more, continuous attention to the company’s affairs 
is not required from directors. A director is “not bound to attend 
every meeting of directors, and it is not part of 

ndon said to be" tbe a ^* recfcor to ta ^ e part in every trans¬ 

mit required of action which is considered at a board meeting. 2 
the direotora . the extent of directors’ responsibility is very 

much narrowed down and made small although as against this a 
wide range of power is put into their hands. What is left is further 
taken away by the fact that the articles of many companies con¬ 
tain provisions exempting directors from liability except in cases 
of gross and wilful dishonesty. Sum total of all these is that 

1. Lindley, M, R., in Nitrate Co. vrs Lagunas Syndicate. 

2. Homer, J, 

a. Quoted by Levy, A. B. —Private Corporation and their control. 
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virtually-directors are persons of very great powers but with little* 
risk of responsibility. The general and theoretical principle about 

directors’ liability and responsibility is greatly nullified firstly, by 
the legal opinion minimizing the range of their responsibility 
and secondly, by the difficulty of enforcing liability against any 

director. 

This leaves one amazing about the directors position and- 
responsibility. Even a resolution of the numerical majority at a. 
general meeting of the company cannot impose its will upon the 
directors when the articles have confided to them the control ot 
the company’s affairs. The directors are not ser- 
Directors’ actual yants to obey directions given by the shareholders. 
P ° Sltl0n! as individuals; they are not agents appointed by 
and bound to serve the shareholders as their principals, they are- 
persons who may by the regulations be entrusted with the control- 
of the business and, if so entrusted, they can be dispossessed from- 
that control only by the statutory majority which can alter the- 
articles” 1 Since in the actual business practice the directors; 
always keep a large number of shareholders in the company as- 
their own men there, can be no danger of the statutory majority 
being against them ; and thus they keep themselves in a position- 

to be actually responsible to none--neither to the shareholders 

nor to the company as a whole. They are their own masters doing, 
whatever they want, the shareholdes virtually obeying what is 
done and dictated by the directors. 

The forgoing discussion gives birth to another fundamental 
question the question about the utility or necessity of the directors 
in a company. Is not. in view of all that have been. 
Are thendirec- sa ,{d the board of directors an almost a superfluity ? 
^companyT m On the side of responsibility' and liability they have 
little to bother about or fear any risk. On the side 

I. Buckleys—L. J. 
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•of the executive functions of the company concerned there is first 
■the general meeting of the company which lays down broad prin¬ 
ciples, programmes and policies for the conduct of the company’s 
affairs. Then there is a whole time Secretary who practically 
•carries all the day-to-day routine affairs of the company. 
Thirdly, there are also, or may be, other officers of the company 
for carrying out the executive functions of the company. Over 
.and above, there are generally various committees, like the finance 
committee, the audit committee, the business committee etc., 
•■controlling and regulating the different aspects of the company’s 
affairs. Keeping in view the small amount of responsibility and 
■liability that the directors actually bear, the existenceof the general 
meeting of the company assisted by the company secretary and 
•other officers and the various committees practically very much 
lessen the justification of the board of directors as a very necessary 
limb in a company’s life. 

, The argument that since the company does not possess any 
physical personality it cannot act in its own person does not lend 
any weight, support or justification for the neeessary existence of 
the directors in the company. Such a working physical personality 
can well be conferred upon, by legislative provisions, on the 
Secretary of the company and thus exercised through him. 

The confusing and controvercial position of the director in 
the eye of the law courts added with the misdeeds, manipulations 
. and bunglings of the directors in the company’s affairs, for their 
- personal advantages, quickens and strengthen the thought about 
the use and purpose of the directors. It seems, it is worthwhile 
for students of business administration and company law adminis¬ 
tration to review and examine and weigh the use and disuse, 

• soundness and superfluity of the directors as they are to-day. Even 
if there are justifications for their retention it is necessary that 
extensive legislative restrictions are imposed to keep them within 

• desirable limits of their functions. 
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Restrictions on Directors: 

The actual functioning of the directors in the company, as a- 
whole, is not very happy. In the actual workings they are 
virtually in the full control of affairs in such a way as it is hardly 
possible for the individual shareholder to raise a finger against, 
them. Company directors, as such, have generally a free field in 
the company to play their own game and net goals of their advan¬ 
tage. In the public interest, therefore, it is very essential that, 
sufficient legislative restrictions are spread all around so that 
they can relate their activities to the companies interest and 
to the interests of the shareholders and the public in general. 

Directors generally engage in business of their own ; this leads, 
to various evils, the most important being that they give little' 
time and attention to the affairs of the company in which they are* 
directors, It seems desirable that they are given a salary but they 
must devote their whole time and activity to the company s inter¬ 
ests, and not engage in other business or take part in partnerships, 

Then again, directors often engage into some kind of business. 

activities and engagements with the Company and profit out of 

such transactions. It is a question of dispute and 

Restrictions on C 011 t r0 versy as to whether or not they can do it.. 

profit out of tra- , 

nsactious with from the point of view of law it seems clear that m 

to Company . a g seiie 0 a contract, express or implied, there 

is no restriction about the director’s engaging into such activities- 

with the company and get a profit. But on principle this practice 

may operate to the detriment of the company and, therefore, a 

question arises whether such restrictions should beheld to be 

implied in view of the fiduciary character of their position. In 

some cases such an opinion has been held by law courts, both in 

the U. S. A. and England, and their decisions 1 may be said to be 

1. Young vrs. Columbia Oil Co. of west Virginia ( Amerioan case ) and Kech 
vrs. Stanford ( English case ). 
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the basis of such a doctrine. There ought, therefore, be a rule 
that directors may not retain profits from transactions which the 
company itself might have undertaken. 

But although such a restriction may be placed but the 
directors, because of their position, may find ways in which they 
may profit, by virtue of their position in the company, and where 
neither the company nor the shareholders have suffered losses. 
There have thus been cases in which the directors have acted as. 
middlemen for the sale of a block of the company’s shares owned 
by a shareholder and were able to earn a large commission. It is. 
said that no action can be maintained for making such a profit 
because in such a deal the director did not act qua-director hut 
only in his personal capacity. But this is, rather, a dangerous- 
argument, for it will always be difficult to decide whether in a 
given case a director has acted qua director or in his personal 
capacity. 

Although in the strict technical sense directors are not trustees- 
yet all the same their duties with regard to the company should 

not be less extensive than those of the trustees, 

bo na extensive Directors are virtually masters of the company s- 

as those on tru- affairs, in which the stake of a large number of 
stees. 

public is involved. It, therefore, seems justifiable- 
and reasonable, as a matter of public policy, that there must be 
restrictive provisions against any possible selfish interest of the 
directors exercising an influence which can interfere with the- 
faithful discharge of their duties as persons being in the fiduciary 
capacity. Directors sometimes manipulate share values in the 
market either to purchase the shares, at a cheaper rate, or to sell 
them at higher rates in their own names or in the names of their 
friends or relations. The practice is bad and such a manipulation, 
directly or indirectly isdetrimental to the interests of the company.. 
There ought to be restrictions, both legal and moral, which should 1 
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Prohibit the directors from purchasing on own account, whether 
directly or indirectly, that which their fiduciary character re- 
•quires them to sell on account of another, or from purchasing on 
■account of another that which they sell on their own account. 
They should not be allowed to unite the two opposite characters of 
■a buyer and a seller because, whether they act as a buyer or a 
seller their own interests must conflict with the interests of the 
■shareholder of the company, Even if the company is no looser by 
such a transaction of the director and even where the commission 
earned by the director is no more than the services were reason¬ 
ably worth, the practice is bad in principle and must not 
be allowed. 

Directors have intimate knowledge of the state of affairs of 

the company’s business-its workings, its products and its 

future outlook. In the background of this knowledge they often 
purchase shares when the outlook seems favourable, and sell if 
circumstances, not yet known to the public, are likely to bring 
■down the prices. Such abuses of the directors are wide spread and 
in the public interest must be prohibited. There ought, therefore, 
be some measure of restrictions on the directors. In the interest 
•of safeguarding the public interest of interests, the shareholders, 

the directors should not be allowed to engage in 

‘German legisla- . 00 

tiona regarding tra( Ie which in any way makes transanctions with 

Sreot°ors“ ^ the com P an y- Germany had adopted a wide 

measure of positive restrictions for the manage¬ 
ment. In its code of 1861 several restrictive measures were provi¬ 
ded which later were maintained by the code of 1S97 and subse- 
■quently by section 79 of the Companies Law of 1937. Under these 
codified restrictions members of the board of management may 
not engage in trade, may not enter a partnership and are also 
prohibited from undertaking transanctions on their own account 
or for third parties in the line of business in which the company, 
on whose board they are members, is engaged. 
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In America too, an initiative towards restrictive measures on 
the directors have recently been taken by the New Deal 
legislation and the American courts. There is 
AmeS. tUdein nowa S rowin g weight of opinion to recognize the 
fiduciary position of the directors in regard not 
only to the company but also to the shareholders. Formerly under 
the American practice directors were "entitled to deal with share¬ 
holders at arm’s length” but they cannot do it now unhindered. 
Under the New Deal legislation directors and officers of the corpo¬ 
ration whose securities are listed by one of the National Stock 
Exchanges have to report their holdings in shares of their own 
companies and any change therein. Under the rule, they cannot 

profit by speculative transactions in the securities of their own 
companies. 

In Great Britain, the Cohen Committee recognized the nece¬ 
ssity of the restrictive principle on directors and recommended 
necessary alteration of the law to curb directors’ selfish activities 
and discourage uudesirable transactions, by the 
prinoip'le and directors ’ based on their inside information and 
practice position in the company. The Companies Act there 
was amended indeed; hut it merely made a provision 
requiring the directors to disclose their interests in the company. 
The English law, therefore, neither prohibits the making of con¬ 
tracts between the directors and the companies, nor even debars 
the director, having such a contract with the company, from 
voting on the matter at the meeting. The English legislators 
have been greatly influenced by their view that abuses in respect 
of transactions by the directors are exceptional and not serious 
enough to warrant any extensive restrictive measures. But here in 
India where the absuses of this nature are so wide and common 
that extensive restrictive measures are necessary. 

There are some who assume the role of professional directors. 
They manage to get on the boards of different companies to bring 
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in the system popularly known as “interlocking 
Restrictions ah- directorate”. Interlocking directorate is a system 
directorates.” 8 pregnant with various abuses and manipulations of 
the sort the managing agents in India are charged 
with, because of having in their hands the control of many 
companies. Just as there ought to be a limit on the number of 
companies with in the same managing agency there ought to be 
a legislative measure limiting the number of companies in which 
one can become a director. Such a limitation would not only 
remove the abuses of interlocking directorate hut would enable 
the directors to give full and unstinted support, time and service 
to the company. 

Loan to directors is another sector of abuse in a company s 
affairs. Directors, being in power and control, manage loans to 
the detriment of company’s interests. The compa- 
Restrictiona on^ nie8 Act g^d extend prohibition to loans to 
loans to di directors of the company or of its holding company 

in a positive way. 




CHAPTER XVII 


THE PROBLEMS OF CONFLICT AND CONTROL 
Conflict of Interest: 

Joint Stock Company organization is a business device offer¬ 
ing opportunity and scope for investment for many, if not all, 
kinds and classes of people. The classification of its shares into 
different kinds is just to suit the different persons having different 
interests in the investment. There are, therefore, shares to suit, 

Joinfc stockists ^°s e wll ° are s P oeu ^ at i ve an d non-speculative, 
offers opportuni- those who are born risk—undertakers as well as 

ofassBBofpIflplo: til03swho wantto nui 011 mostl securedlines, 
even if the reward be the smallest. The commula- . 
tive preference shares thus attract those who want the greatest 
security, while the ordinary or equity shares offer the greatest 
encouragement to those who want to take risks in the hope of 
earning more. It is apparent that these different classes of share- 
holders have differing interests in the company. Besides these 
different, kinds of shareholders in the. company there arethoRe 

who lend money on interest to the company--—the creditors: 

or technically known as the debentureholders. In the same way as 
the. shareholders are of various categories, the debenture holders 
too are divided into different classes with differing interests, 

With the development of classified stock and shares the con¬ 
flict or clash of interests has become sharp and more divided. 

■ ... Preference shareholders, particularly those having 

Shareholders and 1 J b 

debentureholders oommulative preferred stocks, have little interests 

Tnkre 8 ? nng in the % fc ° di W affairS ° f tlle com P an y> S-tleast as 
long as they are secure. Significantly, the common 
stock-holders have an interest quite different from, and even 
adverse to the preferred. : . 
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Stocks are also owned by the officers and directors. The 
group represented by such a class of persons in the company would 
gain by large payments for salaries and fees which would be paid 
at the expense of the rest ot the shareholders. Different from 
this group are shareholders who receive substantial income from 
sources outside the company ; and they, therefore, prefer that the 
company should pay only a small dividend on the shares and the 
major earnings should be retained m business for further expansion. 
This policy would enable them to postpone the receipt of income 
in cash and keep down their income taxes. This group would, 
therefore, lend more support to a programme for betteimoots to 
property, business expansion, research etc,——all of which would 
promise long-run benefits; on the other hand, the shareholders who 
want current dividends would choose a different line and, there¬ 
fore, think and work in a different direction. 

Then again the conflict of interest between the preferred 
stockholders and the common stockholders is also obvious. Pre¬ 
ferred stockholders want that dividends on their shares be paid 
currently instead of being allowed to commulate as unpaid divi¬ 
dends ; for if the dividends are not currently paid the market 
price of their shares would be affected, a loss which they would 


suffer besides being deprived of the current income.Preferred stock¬ 
holders would also like that dividends on common stock is held at 
minimum and the money so saved be reinvested so that the mar¬ 
gin for the protection of their equities in the business may 
increase. Here also, as in others, the interest of the stockholders 
might be quite different from those of the preferred stockholders, 
In those companios where the common stocks represent little 
or no investment, management representing the common stock 
would indulge in greater risk in the hope of getting higher profits. 
On the other hand, the preference shareholders would seek to have 
greater conservative management in place of the speculative, and 
security of dividend in place of higher dividend. There is thus an 
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obvious conflict of their interests. The device of non-voting 
common stock, in some companies, has further divorced even the 
common stook holders from the management. The holders of 

ereditorship securities-the debenture and bond holders are 

interested in the regular payment of the interests and the return 
of their credit money. These have resulted in the formation of 

groups within a company-the preferred shareholders form 

one group, the common shareholders another group, the debenture- 
holders and bond-holders the third group and the ‘management’ 
the fourth group, all having conflicting interests in the company. 

On the management side, again, there are the shareholders in 
general, the directors and, in India, the managing agents too. 
Although the directors are also the shareholders in the company, 
they have become a class, of their own, distinct 

D ofthe nt manage- aild different from the shareholders in general; and 
mentside too: their interests in the company are, as such, not 

identical with the general shareholders. Modern 
corporate character has displayed itself in a virtual possession of 
absolute power by the hoard of directors. These powers are so 
broad, in actual practice, as to permit activities which would virtu¬ 
ally amount to a confiscation of the shareholders’ right. The board 
of directors, i e. the management, has thus become 

tho ^hareholdTra stcp by sfcep ’ dlvorcecl from tlie shareholders and a 
and directors : general feeling has set in that management is arbi¬ 
trary and careless about the shareholders. This 
has, resulted, and quite naturally, in a further cleavage between 
the general shareholders and the board of directors which is in vir¬ 
tual control of the company’s affairs. It leads the shareholders 
to distrust their management and to seek some organised method 
of upsetting the control, while the directors constantly aware of it 
try to maintain their control over the company by all possible 
ways. Since the company organization is based on the principle 
of democratic administration the decision and actions are given a 
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final stamp in the general meeting of the shareholders. At least 
in theory, every shareholder has a voice in the management in 
the shape of his voting rights at the general meeting. But the 
democratic principle has further resulted in an array of the share¬ 
holders into two clear cut divisions-—those who feel that 

the board of directors, or the management, is not responsive or 
congenial to them and those who are with the board of directors 
or those who may be classed as men for the raana- 
Division among gement. The general meeting of the shareholders 
the shareholders. ^ pj e j. Ure 0 f ^ division of the house into those 

who are for the management and those who are against. There 
is always a section in the house which thus works in opposition 
like the one we have in democratic legislative houses Whenever 
major changes are under way the pull in the opposite direction 
is the greatest; the management is greatly faced with the 
necessity of securing a sufficient number of proxies from the share¬ 
holders to permit the action they desire while those who oppose 
the management on the points pool the maximum strength of the 
shareholders’ votes, as much as they can collect, to cripple the 
managements’ liberty of action, 


Companies working under a managing agent have tliia prob¬ 
lem of conflict of interests further enlarged. Managing Agents 
have their own interests to keep the company under 

tho 9 MaaaWng^ thc * r own mana g emen t for as long as they can; and 
Agents : with this end in view they manipulate and manoe¬ 


uvre matters, 

Over and above these different interests coming into conflict 

with each other in a company there is yet another interest- 

the interest of the workers and other employees of the company 

--which finds itself at variance with all other interests. 

During the last decade or so, the workers’ world 
interests: have become peculiarly organized and worked in as 

much as that the workers feel that their interests 
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must get precedence over all others. Their interests are particularly 
complicated because they are based not only on economics and 
business but on politics too. Their demands and doctrines,therefore, 
are influenced everytime by the conflicting political ideologies that 
are able to penetrate into their rank and file. The conflict of their 
interests is, as such, more pronounced and perplexing than 
any other. 


The company has a personality of its own, although artificial, 
and therefore, the interests of the company is not the same thing 
as the interest of the members who compose it, 

th°e n iiHeres e ta'c)f Bn ^ li ' e ^ ma y ^e shareholders’ interest to 
the company and have the dividend, the company’s interest may 

require that the profit instead of being distributed 
may be retained in the company. Thus there comes a conflict 
of interests between the shareholders and the company,’ 
Shareholders while voting on different issues coming up 
before the general meeting are put between the two conflicting 

interests-their own individual interest and the interest of 

the company, This raises a pertinent point also—-—whether or 
not the shareholders can vote in any way, to promote their own 
interests and which may pull down the company’s interests. The 
British and the American laws, relating to the company, do not 
debar members from voting on matters in which they are them¬ 
selves inerested. The English laws and the law courts hold the 
view that vote is a right of property and, as such, 

tei'cat^andTheir’ ^ le s ^ are ^°^ c ^ er entitled to vote as he thinks fit 
right to vote: even from a motive of personal interest. Thus 
where the vote was on the question whether a 
steamer should be purchased by the company, the owner of the 
steamer, who was also a shareholder in the company, was entitled 


to vote even though his vote turned the scaled The right is, 
1. Northwest Transportation Company Vrs, Bealty quoted by Levy A- V. 


Private Corporation and their control, 
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however, qualified ; and if a member seeks to perpetuate fraud 
by his vote, his vote will be nullified. 

Certain European legislations/however, provide that share¬ 
holders having a personal interest in a given question cannot vote 
on that question at the constituent meeting. The German laws 
on the matter is rather extensive in their restrictive approach. 
The German Commercial Code of 1897 provided that no sharehol¬ 
der may vote on the question of a contract made with him, or on 
a question of his release from liability as a manager or a supervi¬ 
sor or from any debt to the company, The law of i 937, however, 
made an important change and removed the limitation in respect 
of contracts between the company and its members, 

Erom the point of view of business and public morality, if 
there is a conflict of interests between the company and the share- 
holder, the shareholder should not be allowed to tilt decision in 
his own favour, to the disadvantage of the company, by participa¬ 
ting in the voting, 

Ownership and Control 

In earlier times investments were conditioned by two things 

~ by the lleed of the in ™3tor and on the under* handing that 
the owner or the investor must control the investment. Thus in 
every case of investment an implied stipulation was made to 
repay the investors at the time the investor thought he would 
need his funds. This is no longer done to-day, becauso modern 

business principle docs not allow the withdrwal of 

lism?° f Capikl at Wil1, f0r the P rinci P le is that an investor 
cannot be allowed to liquidate the plant by 
with-drawing his investments. Capital, the: efore 
gee given becomes locked up in it and remains so far an indefi- 

nent rkht t A h “ °" Iy a <rente perpetua1 ’ or a Pe™a- 

nent right to participate in profits. The only way he can expect 

O get h» money is by a sale of his share in the market. Secondly 

inra or is I le risk taker and in every investment a stake is 
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involved ; it is quite natural that those who take the risk, those 
who stand to lose through the investment should control the 
management of investment in order that they can do their best to 
avoid or minimise the risk. The principle is based on such a 
sound, moral and economic consideration that it later developed 

into a business proposition-“where the risk lies, there the 

control lies also” -a proposition so important, so basic and 

so truthful that it came to be popularly known as the Golden 
Rule of Capitalism. 

In the single enterpreneur form of business organization, this 
principle is well maintained ; the enterpriser who ownes the busi¬ 
ness is also the master of its affairs and lias complete control of 

Ownership and ^ p0 ^ es * same * s true op Partnership where 
control in single ke partners have full control of the partnership 

“rSp. b ™ M8!ln In loth these forms of 

business organizations there is complete identity 
between ownership and management. There is sufficient 
reasonableness in the social and economic philosophy that the 
investments and business resources are most likely to be wisely 
and properly used if they are controlled by those who own them, 
for the owner will be more anxious to preserve his resources than 

any other person. “..The power of making decisions 

will be most wisely exercised if it rests in the hands of those who 

stand to lose most heavily if the decision turns out badly” 1 . 

But the business development, during the last century, relative 
to shareholders has been rather very unsatisfactory in the extreme. 
Wo have now a paradoxical situation ; the shareholders are the 
owners but they cannot claim to have the power of control over 
their investments The shareholder of a company 
is virkall y now an entrepreneur who supplies funds 
Stock Company: and undertakes the risks too but leaves the 
direction and management of the business affairs 
L D. H, Robertson-- - The control of Industry. 
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in the bands of the directors. In theory, he is the master; 
in the practice he has no power of control. There is complete 
separation between ownership and control. The recent business 
evolution has placed the shareholder in an extremely weak posi¬ 
tion. A shareholder only “occasionally stirs in sleep and delivers 
himself of more or less relevant utterances at meetings.” 1 

It is indeed true that the directors who really control the 
affairs of the company are elected by the shareholders and are, 
therefore, the shareholders’ men asked to manage the company on 
their behalf. But it is nothing more than a mere theory. A board 
of directors appointed by a contested election at the shareholders’ 
meeting is an extreme rarity ; it hardly even happens. In actual 
practice the directors choose themselves. The shareholders merely 
confirm, as though by a system of mechanical routine rubber 
stamp, the election of the directors. “The fact is that the share¬ 
holders elect the directors but they do not choose themN The 
shareholders are neither given any choice, about the personnel of 
the board of directors, nor have they any occasion to exercise any 
such choice. In all companies there is a small group of insiders 
who are in a stragic position and who keep in their hands the full 
control of the company. 

In most of the companies, particularly the big ones, the 
number of shareholders is rather too big ; it is gigantic, and at 
the same time so discordantly doffused and so widly scattered 
that it is not physically feasible for the majority of the share¬ 
holders to actively join in the conduct of the company’s affairs. 

In some companies the number of shareholders is so great that 
its shareholders’ list may be termed stupendous. To cite an exam¬ 
ple, ‘the American Telephone and Telegraph company, which 
operates the Bell Telephone system, is owned by some 2,10,000 
h ousewives, 25,000 person s in the field of management and 

1. Hartley Withers. 

2. Rubul. 


OWNERSHIP AND CONTROL 


283 


finance, 1,15,000 telephone employees, 90,000 clerks and sales¬ 
people, 30,000 manual labourers, 40,000 professional and techni¬ 
cal men, 25,000 school teachers, ,25,000 farmers and tradesmen, 
15,000 government employees, 35,000 merchants, 25,000 engaged 

Shareholders in in P ersolial service, 21,000 retired persons, 20,000 
a company—— trustees for estates and 5,000 corporations and 

dWergan”? t0 ° P rivate fil ’ ms -this last group including 

500 churches, 250 schools and colleges, 200 institu¬ 
tional homes, and 150 hospitals. 1 By December, 1946 the number 
of its shareholders rose to 6,95,660 and in the beginning of 1956, 
the Now York Stock Exchange reported that the number of 
shareholders in the American Telephone and Telegraph company 
were over 15,00,000. It is thus manifest how staggeringly different 
persons with divergent interests are on the shareholders’ list; it is 
only impossible for all these people to come together in the share¬ 
holders’ meeting. Actual control therefore must lie in the hands 
of a small group of persons, Although this is true that few com¬ 
panies are as big as the American Telephone and Telegraph 
company but affairs of companies in general represent similar 
trend and conditions, of course, on a small scale. But their 
working is on the same lines as the Bell Telephone company. 

The gradual growth of the Joint Stock Company principle, as 
a form of business organisation, has had a demonstratively pro¬ 
found influence on the dispersal of ownership. Everywhere 
ownership in Joint Stock Companies is very widely dispersed and 
what is intriguing with this is that the great bulk of the share¬ 
holders own only a small amount of stock, and the dividend they 
receive represent but a small part of their total 
Wide dispersal i 11G, ™e. This has generated in its turn two things 
of ownership : in the workings of the company : firstly, the 
shareholders in general cannot exercise the control 

D Quoted by Bye and Hewet ( Applied Economics) and figures taken from a 
circular sent to its oustomers by the Bell Telephone Company in Aug.,1934. 
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which ownership bestows in them and secondly, they become more 
and more passive in their outlook about the conduct of the com¬ 
pany’s affairs. The result of all these taken together is that a 
broad line is drawn in every company between those who are real 
owners and those who are real controllers. The ownership and 
control is separated, and separated sharply. Actual control lies 
in the hands of a small group of insiders who purposely remain 
active. While joint stock principle in itself does mean and involve 
the wide dispersal of ownership but in fact much of the wide dis¬ 
persal of ownership is manipulated and managed to make it divid¬ 
ing in its effect——dividing the ownership from control. Thus in 
a company the ownership is purposely widely diffused and scatt¬ 
ered. The diffusion is well planned and programmed by the silly 

hands of the small cortre to separate the ownership 

AuMbsmaU from mana b' ement - Tll ° other trick that in 
units: generally worked out is that the diffusion of shares 

is made in . small units to make it ineffective. 
Thus the size of the investment does not warrant the taking of 
time to attend the shareholders’ meeting or;the incurring of the 
expense of travel. Considering the size of the share and the return 
on it, in the shape of dividends, the avorage investor does not 
think it worthwhile to give time and interest in the affairs of the 
company. The wide dispersal accompanied with the smallness 
of the each unit of share, in the hands of the individuals, so much 
blunts the individual interest that one does not even care to look 
or examine the profit and loss account or the balance sheet and 
other papers sent to him occasionally. Small purchases often 
turns into an uncared and apathetic investment and the atten¬ 
dance at the stockholders’ meeting reflects the apathy of the 
average stockholder, ' ; 

In contrast to the wide dispersal of shares, and to make the 
separation between ownership and control complete, the stock 
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ownership is made highly concentrated in another 
STSt clireCtion> Several ^rge holdings by individuals 

small group : are represented by a few families. “It is esti¬ 
mated that 10,000 persons own one fourth 

and 75,000 persons own fully one half of all the corporate stock 
Held by individuals in the United States. 1 

Thus the diffusion of ownership among a pretty large number 
of persons, in small units, over a very wide and distant areas oil 
the one hand and concentration of ownership among a few indivi¬ 
duals of a small group on the other makes the 
Oligarchic ownership divorced from control, The small group 
management : with concentrated ownership is able to exercise 
control over the company’s affairs, although 
ownership in a large measure is in other hands. In this way the 
small oligarchy-the active insiders, as they may be called, 

controls the company’s affairs. In theory company organization 
is demoratie, in practice it is wholly oligarchic. 

In actual practice the large majority of shareholders actually 
do not take part in the affairs of the company ; in fact they can- 
not, even if they want, Since in a company, matters are decided 
by a majority vote and there is one vote for each share of stock 
the group of insiders controlling only 51% of the shares weild 
the entire control of the company. In practice, however, it is 
not even necessary to control so much of shares, for many share¬ 
holders are inactive and indifferent and do not, therefore, attend 
and vote at the shareholders’ meeting, A small group of active 
insiders, alert keen and controlling a block of shares, is able to 
pull the shareholders’ meeting in whatever direction it wants. 
Besides in the company there is the system of voting by proxy 
i.e. the shareholders who cannot attend the meeting in person 
have the privilege of voting through some one who attends, Thus 
it is quite common for the active insiders to secure the proxies of 

1 Dudley F. Pogrum—-Public Regulation of Business. 
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many of the inactive and disinterested members; they thereby 
gain control to arrogate to themselves the real power and control 

of the company’s affairs. 

From the point of view of ownership and control, the share¬ 
holders of companies may be grouped into more or less two ex 
trerne categories. At the one end there are the large majority of 
shareholders who individually own only some small units of a few 
shares and are mostly passive in their approach towards the con¬ 
duct of company’s affairs. They do not even attend meetings or 
vote; and if they vote at all, they vote by proxy. They neither 
know nor care to know about the internal affairs of the company 
and so never participate in its management. They are apathetic 
investors unquestionably accepting whatever is sent to them as 
dividend. They are risk takers but with no hand in the company’s 
control. At the other end is a very small percentage of concen¬ 
trated stockholders who although have relatively a very small 
stake in the company but possess and weild a large measure of 
control. They are active enterprisers taking keen interest in the 
company’s affairs. They represent small ownership but great 
control. Their influence in the company is effective and their 
power generally absolute. 

The irrisitible conclusion that seems to follow from a study 
of the workings of the affairs of the companies is that those who 
are engaged in management and thus control the affairs own only 
a small minority of the stock Even in companies where the 
shareholders in general, are active they cannot be said to be effec¬ 
tive as much as to alter the management. Management and 
ownership in joint stock companies, are therefore essentially in 
separate hands. “ The role of ownership is unjustifiably at the 
wrong end decidedly different from that which the theory of risk 
bearing should assumed’ ■ ' 

The technique of organization and working of the joint stock 
principle in companies has in itself the inherent system of separa¬ 
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tion between ownership and control. But this separation there 
is not left in such a slight form ; it is the interest 
Devices to make ^ 10se who are in control to make the chasm 
separation deep, as w id e aa possible. Thus to pitch themselves 
deep in power and control these enterprisers 
have developed a number of financial schemes and devices in. the 
organization of the company by which they have made their con- 
trot further concentrated resulting in greater divorce of owner¬ 
ship from oontrol. By these devices the small group of active 
insiders have been able to put into their hands greater control 
over larger aggregates of corporate property than ever before. 

Stock watering is a device, introduced by the class of professio- 
nal business managers, by which they lay their hands on the 
control of the company with little ownership, What they do is 
that, the promoters, or the company organisers, deliberately issue 
a volume of securities, far exceeding the actual 
Stock-watering : investment in the company’s assets. This act 
of inflating the capitalization is known in 
business practice as stock watering. The promoters, at the time 
of . incorporation of the company invest no money but they 
issue to themselves a large block of common stock gratis as. 
their reward for organizing the company. Thus they secure an 
effective vote in the company’s affairs at the time of the company 
inception with little on even no investment, at all. Thus by this 

cunning device they are able to separate the ownership from con¬ 
trol at the very start of the company’s life. 

The issue of what is known as the Non-voting stock is another 
device towards securing the divorce of ownership from control. 
Under the lompanys Acts and Regulations of certain countries 
the promoters may issue common stock of two kinds, class A and 

class B, the former carrying no voting rights 
Issue of Non- and therefore having no share in the control of the 
Voting Stock : company, The refinancing of the Dodge Motor 
Company by the investment banking firm of Dillon, 
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Read and Company of New York is the demonstrative example of 
how this device of Non-voting stock can bring about the separa" 
tion of ownership from control, What happened in this case 
that the Dillon, Read and Company, the bankers, bought the 
Dodge Motor Company for about a sum of 1,46,000,000 dollars- 
Later they sought to recover, with profit, by sale to the public of 
bonds and preferred stock amounting to 1,60,000,000 dollars' 
They also issued, at the same time, non-voting shares of class A 
Common Stock amounting to Rs. 1,500,000 dollars and 500,000 
shares of class B Common Stock of no par value which carried the 
voting privilege. These 500,000 class B shares, with voting rights 
were not issued to the public but were retained by them. By such 
an ingenious device the Dillon, Read and Company, bought the 
Dodge Motor Company sold it at a huge profit and yet retained 
their full control over its affairs. Voting trust is also a way to 
separate ownership from control. It gives the minority stock¬ 
holders a share in control by pooling their holdings in a board 
of trustees. 

The multiple voting stock is another device towards bringing 
about the separation between ownership and control. Multiple 
voting stock is a system which consist in the issuing of two or 
more classes of shares, some of which carry more 
Multiple Voting- voting rights than others. The promoters, under 
Stock : . jt, issue shares of lesser voting rights and them¬ 

selves retail those having greater voting rights. 
Thus although the total ownership of the company lies with the 
public, the total control lies with the promoters. 

The holding company is a form of combination which is said 
to result in efficiency and greater profits. But, in fact, it is a 
device the real, purpose of which is merely to secure and extend 
control of a small group, in one or more other companies with 
only a small investment. Holding company is often pyramidical 
-one company pyramided on the top of another Here in such 
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pyramidical device one need hold only a little 
pany device: ra0re ^ an ^ P er cen t of the stock holding 

company to control the subsidiary companies 
«nder the ‘pyramid’. To illustrate it, supposing that a holding 
company is formed to secure a controlling hold in three subsidiary 
companies whose outstanding common stock amounts to say 
Rs. 6,00,000. Now if this stock is selling in the market at par, the 
■ ° ! ng . COff W will require about Rs. 3,02,000 to purchase a con- 
ro mg interest in the three subsidiary companies. The holding 
company promoters need own only half of the common stock of 
the latter, or a little over Rs. 1,50,000 worth of stock. Assuming 
■that a second holding company is formed to purchase a controll¬ 
ing interest in the first it need be capitalized at only Rs. 1,52,000 
and only half of this amount will be enough to have a control over 
it. It therefore means that an ownership of Rs. 76,000 in the 
•second holding company will be controlling the affairs of three 
■original subsidiary companies having an aggregate common stock of 
Bs. 6,00,000. The separation between ownership and control is thus 
so wide and gaping. It means owners of about 12*6 % controlling 
the rest: the company under the circumstances becomes a peculiar 
animal whose small tail fully wags its whole body. 

The separation of ownership from control is bad not merely 
because it violates the principle that "those who own should con¬ 
trol , if that could have been all no grave objection could bo 
taken against this separation of ownership from control. But 
m actual practice the separation is not only bad in principle but 
penetrates deep down and injures the interests of the shareholders 
■and the public. This is true that the divorce between ownership 
and control leaves the large majority of owners at the mercy of 
the few insiders in the company, but this would nob have created 

Misuse of power a »y J u ™s and financial problem if the interests 
by those who 1 , j 6 management and the outside stock- 
control.' holders, were identioal; but they are not. There 
are various ways in which the insiders, having the 




290 BUSINESS ORGANISATION RECONSTRUCTED 

control of the company’s affairs misuse their position and enrich 
themselves at the expense of the large majority of owners. 

Ib is the usual feature in company management that those 
who control the affairs appoint themselves, their relations and 
friends to lucrative posts. They also, in one form oi the other,, 
organize collateral companies, owned by them, to sell raw mate¬ 
rials or other articles at high rates to primary concern and employ 
a dozen tricks, which they'know, to escape from the prohibitory 
regulations, if any. Such and various other similar intercorpo¬ 
rate relations are planned, organized and established to silently 
divert profits from the large majority of stock owners to the 
pockets of those who are in control of the affairs. The affairs of 
the company are often manipulated by the inside group to present 
the picture of a losing concern until the uninformed and unaware' 
stockholders are horrified into selling out shares below par 
at sacrifies and the inside group buy up these shares at below 
prices. Then they reverse their manipulating gear to show the' 
company giving good profits, until the value of the shares, they 
had purchased at less than their real worth, rise up to the point 
where they can pocket a fair margins of profit. Thus being in. 
control of the affairs they cunningly create artificial conditions of 
depressing and progressing business There have been oases whore 
those controlling the company’s affairs have even jumped an, 
extreme step and have deliberately bungled and thrown the' 
company in bankruptcy just only to purchase the same, in. 
the name of their relations and friends at the bargain price. 
There are innumerable instances of the numerous ways in which, 
the inside group controlling the company’s affairs has misused 
the separation of ownership from control to practically ‘disfran¬ 
chise’ the stockholders, who largely own the company, and fleece 
them and build their own fortune. 

The problem of separation of ownership from control- 
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Separation of sh0uld no longer be treated merely a f ea t 11rfl n f 

J °“‘ Stookfam tat should be seriou^" 
btaofp* d,.quoting business situation of great pnbIic 
concern. r 

During recent years, the Government, in eome eountries, have 
put though some legislative measures designed to impose restrio- 
tmus on the powers of the inside group, controlling the com¬ 
pany s a airs m order to give some measure of protection to the 
investing public. There are, therefore, legislative provisions re ! 
quirmg adequate and correct disclosure of all facts about the com. 
pany. lhe directors are required to publish an extensive prospectus 
before the offerings of shares for sale to the investors, Them are 

legislative curbs on the salaries and allowances which the directors 
can have. Fraud and manipulations are punishable- 
Koovnt Govt. 1118 18s ™ of non-voting stock has also been 
■“—re., prohibited in several countries. Even in America, 
where free enterprise is working at its full capacity! 
egisiationa dealing with these matters have been multiplied 
The so-called “blue-sky” laws are aimed at reducing fraudulent and 
deceptive practices. The securities Act of 1933 and the securities 
and exchange Act of 1934 marked, in America, great steps of the 
federal government to protect the investors. Proxy voting is agreafc 

T; w T* Said *° tb Credit ° f the Weral government 
that by the law, they have made an attempt to minimize the evils 

lhe law, therefore, requires that “solicited security holders of all 

listed corporations be given a clear statement of all the important 

actions to be taken at the shareholders’meetings, the source of 

the solicitation, and the interest of the solicitor in the proposals”. 

The bankruptcy legislation of 1934 and the handler 0 Act of 1938 

m America, were aimed at giving further protection to the share’- 

afflT ThZl 7“ Ofp0 '' 0r by ‘ h0Se O0 »«iig tte 

-77l_ Th8 Chandler Act provided for a fair and equitable dis- 


1* Dudl *y F * Tegruin—-Publie Regulation of buainoes. 
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tribution of voting power amoug all classes of shares and prohibi¬ 
ted the issue of non-voting stocks. 

The restrictive and legislative measures so far taken in some 
•countries have not been able to stop the evils resulting from the 
separation of ownership from control. The inside 

Restrictive mea- g r011 p controlling the company’s affairs know 
aures very inade- 

quato : many tricks to escape from the legal provisions 

and perpetuate their misdeeds, to enrich them¬ 
selves at the shareholders’ cost, in different forms and ways. 
In a game of wit between the government and these business 
enterprisers the trump card has so far been held by the latter. 
Things as they are now, the organizational structure of joint stock 
campanies, particularly big ones, is essentially oligarchical, their 
workings decidedly bureauoratio and there is little of democracy 
for the owners or the public in general. It is evidently dear that 
the government have not been able to devise a practical and 
ameliorative solution to the problem of divorce between ownership 
and control.. 




What is needed is an all embracing programme of concentrated 

control with its aims atonoe pronged in a double direction- 

towards making the management really represen- 

■ooncentrated tat * ve of and re sp° n sive to the shareholders 
Control: and towards sealing every loopholes through 

which the management can enrich itself’ at the 
•expense of the shareholders, 

The rules of incorporation of the companies at present is 
rather lax and ought to be more rigid and exacting irrespective of 
the total amount of capital involved in the company. Incorpora¬ 
tion must he exacting for all companies, whether big or small, 
Secondly, the financial structure of the company should be very 
simple and security issues should he confined to only three classes 
and no other----bonds, preferred stocks and common stock or 
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the equity shares as they may be called. There 
for'TConl'oi) tra- 8 ^ ou ^ he no sub-class of either the preferred or 
ted Control: the equity shares. There should, therefore, 

be only one class of preferred shares and equity 
shares for all, It is admitted that the sub-division of preferred 
and equity shares does attract different classes of investors but 
it leads to financial intricacies where the inside group in manage¬ 
ment achieves its end and selfish interests, Thirdly, non-voting 
stock, multiple voting stock etc. should be prohibited and law- 
should provide that all securities, except bonds and debenture, 
carry voting rights. The system of proxy voting should 
be completely made illegal. Thirdly, the accounting 
methods in the companies are more or less accounting jugglary, 
where the management not only conceals financial facts but also, 
makes financial manipulations. Legislation should, therefore, be 
passed requiring uniform and standardized accounting methods 
tor all companies. Then the devices like interlocking directorates 
community of interests, holding company and the voting trust 
should be completely prohibited. Genuine merger of companies, 
to save them from going into liquidation, can be allowed by the. 
government after thorough screening and examination, But the use 
of these devices by the financial schemers to obtain control must 
not bo allowed. Although, under the existing rules, directors are 
elected in principle but in fact they choose themselves and they 
are, therefore, neither responsive to nor representative of the 
general shareholders. The rules regarding the election of directors 
should, therefore, be made rigid and exacting so that the directors 
can really be said to bo shareholders’ men. To that end, legisla¬ 
tive provision may be made under which no director should be 
voted into office unless ho is elected by two third shareholders of 
the company appearing on the company’s shareholders’ list. If 
that be so, there will be no effort and attempt on the part of the 
promoters to purposely diffuse and disintergate the ownership 
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over such wide distances and in such small units as to make them 
merely passive subscribers, as at present. Besides, law should be 
amended to provide that all directors and managing officials of 
joint stock companies be treated, in the eye of law, as serving in 
positions of trust for the shareholders. Since at present they are not 
regarded by law courts as being trustees they are free from many of 
the curbs and limitations and therefore act freely in their interests. 
It is necessary that law should place them before the courts as 
trustees and, therefore, held strictly accountable for their acts, 
liable to criminal prosecution if they take advantage of their posi¬ 
tion at the cost of the shareholders. Law should also prevent and 
punish corporate insiders from profiting from informations about 
the company which, because of their positions, they receive in 
advance of the general shareholders. 

These measures, if they will not fully eradicate the evil will 
definitely go a long way towards preventing the chances of divorce 

between ownership and control and will restore connections to a 
great extent. Unless the institutional pattern of joint stockism 
m made clean of the evils, that have crept in, much of their ad¬ 
vantages will lose their lusture in the business field. 


CHAPTER XVIII 

BUSINESS COMBINATION AND PUBLIC POLICY. 

The two revolutions in the business world-the Industrial 

•and the Commercial—'—gave the consumers the boon of cheap 
technological mass production of goods for the larger and larger 
•satisfaction of the human wants, which are ever increasing. Pew 
realised then that their results also contained the seeds of growth 
of business combination among businessmen and business houses 
to unleash an economic and business tyranny on these consumers 
by limiting competition and fair play, 

The technology of mass production, the development of 
nationwide markets and the technique of cruel finance have all 
spurred and led to the need and lust for combining into bigness 
tosuoh an extent that to-day one of the critical economic problems, 
as a matter of public policy, centres round business combination 
and its control. 

Combination in business, when analysed and looked at from 
the point of view of public policy, has two different aspects alth¬ 
ough one distinct from the another but yet inseparable. One aspect 
of the combination involves the conscious efforts of business 
houses to limit mutual competition through a process of combin¬ 
ing competing firms into single ownership or management. It 
means restrictive agreements among independent firms or an 
understanding for mergers of individual competing units to save 
themselves from the injury resulting from the mutual competitive 
attacks. So far as it merely saves some useless competitive wastes 
withoilt affecting the price and quality of goods there should be 
no public concern about such combinations. But when these 
mergers result into gaint organizations, creating monopoly condi¬ 
tions in the market, hitting the consumers hard from all sides the 

combination then becomes complicated and becomes a public 
problem. 1 
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The other aspect of combination is connected with the tech¬ 
nological need for combination to gain the internal and external 
economics of large-scale production. In such cases, therefore, the 
economies of large-scale operations brought about the elimination 
'of many smaller units by combination. 

The two different aspects of combination, therefore, are based 
on different foundations with different bearing on the public policy 
towards them. Combination in business as such contains a com¬ 
plex intermixture of two main elements, different in character 
from each other but at the same time inseparable. Its two basic 
elements of combination have, however, shaped the combintion in 
different ways under the influence of technological, economic and 
institutional factors. 

The technique of production has a great influence on the 
business structure.The application of mechanical power to the pro¬ 
duction of goods necessiated large-scale production 
factor°: IOSIOal which in turn means large plants, large firm and, 
therefore, large capital funds too. From the point 
of view of publio policy the economies of mass production are desir¬ 
able in order to reduce cost of goods to the consumers but at the 
same time it silently and surreptitiously also introduces and injects 
into the business body the vicious and poisonous business bacteria 
of monopoly and the abusive monopoly power. Combination at 
that point becomes anti-social and a proper publio policy warrants 
complete control of the conditions leading to combination growth. 
The impact of technological factors at the first stage where they 
lead to the economies of production and reduced costs of goods 
should be encouraged ; but in so far as they lead to combination 
and monopoly conditions, public policy requires that they should 
be controlled. 

The growth of Joint Stock principle as the basis for business 
formation and its growth has been as significant as the teohnologi- 
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Joint Stookism: principle of Joint Stockisra brought in the 

benefit of flexibility, the continuity in business and 

2" 86 1 “ ed “ i% A J °“‘ 8t °° l «"W ~ wy 

Z th rV" t0 Z“ ge “ d i therefoX 

ZTt S ool ' d’ the of combination, 

byl Z Oe8 “ 0 ‘°" lj P“ s «‘ he of expansion but 
by ts vanons manifestations and devices has also facilitated 

Z zr : >tion h,s a,so 

« 17IT ?: cotpor “ i ™' its 

oompWoa ofth m v tlP “ y of ^vioon, changed the whole 
omplexion of the combination movement. It is impossible to 

say what the nature of the development would have been without 

he modern corporate,."* The adaptability and the effectiveness 

a uZ™ ° fM lh6 » of business uZ 

th« r . <! 0 rfn “ ‘he different manifestations of 

the Jomt Stock firm made it possible for the combinatio mov 

“* shape but to escape from Z ZZ 

under the restrictive legislative measures. It was this aspect of 
h effemt Stock, »m that constituted the distinctive aspect of 

the combination movement in the United States P 

Division of labour, specialization, mass production, gi,„ t 
ness organizations and a possible combination among Zpet- 

or zztr 411 r ib,e if “ ere is “ 

markets: rket for the product or articles of business. The 

_ application of power, the development of transport 

b t Z7"'“T 2 “* ° nly t0 th6 of‘ha market 

but they brought m large urban centres. The increased market 
opportuu,ties made possible an expanded organizations of business 
and spurred the movement towards combination. 

Ihe large-scale production, the extension nf +k 0 k • 
_^^_the atte„ i a«t economies were not the prime 2” 

I. .Dudley 1 >, Eesnun-.Pnbiio Regulations of Business. 
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towards combinations, although they had their 

Desire for mono- influence. The desire to have monopoly profits, 
poly profits: , , 

surging in the minds of the business enterprisers, 

was undoubtedly the principal motive leading to the formation of 

combinations in business. By all accounts and analysis, it was 

definitely the most powerful factor influencing the development of 

the combination movement. 

The growth of business units followed the lines of market 
expansion and as new markets sprang up so grew a large number 
of independent business units and houses-all 

Combination and coinpetiting in the field. The struggle for markets 

depression : 

made the competition stronger and its edge become 
soon so whetted as to make it cut-throat leading to competitive 
wastes, falling prices and profits. The idea rapidly took hold 
that unlimited rivalry was ruinous and it soon resulted in a 

variety of devices, among the competing units, designed to curb 
the disastrous competition. 

Due to the long and deep rooted unrestricted play of the 
doctrine of laissez faire and its perverted influence on business 
morality combination derived some strength and 
mon% bUSmeSS ^ ecame P°P u ^ ar as a means for higher and greater 
profits. Soon it became a business thinking to 
work on a combination link. Such a business behaviour went on 
unbriddled because of a total absence of any public policy towards 
it or of any system of industrial control. The laxity 
JSauStol: of suifcable incor P° r ation laws, legislative checks 
on undesirable business enlargements and public 
indifference towards the dangers of combination-all con¬ 

tributed to the rapid growth of the movement among businessmen 
and business units to combine.. 

Phases of the combination movement: 

The gradual growth of the combination movement has three 
different aspects, each aspect of its growth has then added to the 
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“?. rtren8th 0f ths “d™™*- The first phase or 
deLv ° 18 ” m ' ,IMtIOn " rga " i21tion is a general treed or ten- 

dency among independent business indi . idaals „ r ^ * £ 

The merger . >S ' f° “' eS “ or to mcr S e together resulting 
, M pect “ » organization. This is the first aspect 

°:1 combination which is characterised by a conscious 
™°" g the 00mM ">'ig nnits to combine. This 

adonte h T “‘ ,0n “T tolte different forms; it may 

dopt a holding company device or the device of a trust In fact 

* he 7 t b “‘ ta has taken all those forms 

indirdduld un^toT^t!* oPcomb * na ^ on there is no m „ Te among 
“1 “ mlS C0 ” blne ”” » ‘here any actual merger or the 

The aspect of “V*”” 8 am ™ s lbem; tb<,re “ toe-growth of large 
mtornal growth: business units into a larger and a more expanded 

units as a result of internal growth or expansion 

back ofST Wt 'r " raPaMi ° n 0ither from tb » Ploughing 

™ . P ’ ? 01 from tbe sale »f securities to the .general public, 

thus the decision among independent individnal business units 
emphasises and brings out an aspect of external growth ofbuswss 
units into a large giant combined unit, the reinvestment of profits 
or unds within the same business unit is an aspect of internal 
growth of business into an expanded unit. This of course, must be 
a nutted that internal growth has accounted for a relatively 
small degree of present business concentration and the greater 
degree of concentration in businesus the result of the external 

aspect of growth-the effect of merger policy. But even if 

the relative role of internal growth in shaping the combination 
movement, or the movement for concentration in business, may 
not be very substantial it must be said that internal expansion 
has and does play a prominent part. 

The third aspect of the combination movement ememes out' 

from the various kinds of restrictive arrangements, among other- 

'™ independent firms, to restrict competition. J„ earlier times 
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before the merger movement, the various kinds of pools and 
simple price agreements, generally known as the gentlemen’s agree¬ 
ments, were very important. Oommunity-of-interest and trade 
associations, sometimes known as the ‘open-price’ associations are 
practically new types of combination and nothing else. 

Line of Combination : 

Combination in business may take different lines; it may take- 
the horizontal line or the vertical line or the lateral. When the- 
combining units carry on the same trade or operate in the same 
business the combination is on the horizontal line 
Uia horizontal jf ^he different business houses dealing in the paper 
businesss, combine together, the combination is on. 
a horizontal line. When several or the various stages of produc¬ 
tive activity are placed under a single organization, it is a case of 
combination on the vertical line. What is characteristic about 
such a line of combination is that the various stages of production 
combining together are connected with each other in a sequence 
and the vertical line is as such also known as.the sequence combi¬ 
nation. The aim of such a combination is to “reach backward to 
control sources of materials and forward to control outlets to 
consumers”' If a book publishing company combines with a 
printing organization, and the printing organization with a paper 
manufacturing company, it becomes a case of combination on the 
vertical or the sequence line. Lateral combination 
IjuenSeT denofces the branching out of a business into vari¬ 
ous side lines by the absorption of other firms, 
whose products are more or less loosely associated with the main 
activity of the parent company,’: Such a line of combination 
generally envolves out of the development of by-products in a 
business unit. 

1. Bye & He wet—Applied Economics. 

— Bye A- Hewett—Applied Economics. 
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. B “‘ “ is 1180 Mt fa Had business houses combin. 

■a? together which can not be classed as belonging to any of these 

The mixed line : ^ , Iee ^ n6S " ^ e y ^ ow more 0r less a mixed line 
of combination. 

Horizontal line of combination is mainly aimed at eliminating 
mutual competition and then to have economics of largo scale pro- 
dnetran. flic vortical or sequence, line of combination on the other 
hand brings about the economies in storage, selling, buying and 
»n operations, ft has an assured market and an assured supply of 
“tenals. Thus all the combining unit excluding the one at the 
apex are assured of their markets, while all the combining units 
^ opt o„e at the bottom arc assured of their raw material supply, 
ho lateral combination,when having . dose relationship with each 
comb,mug unit, derives all the advantages of both the horizontal 
^ the vor ,e,l line of combination. There is a hotter co-ordina- 
tion through out the associated business units. A mixed line of 
com b,nation is more or less a result out of unplanned organizations 
r l bora of a more lust for economic power and, therefore, cannot 
be defended on any grounds of business economy, 
forms of Combinations. 

Aeoobi',ati o „ movement whether taking the Horizontal or 
tail or the lateral lino may assume a dozen different forms. 
The various forms that combination may thus take may be con- 
veniontly grouped into two main categories : (i) those that result 
Integrated Com- mto8r “ tim ™ dcr »single ownership or cont- 

aS™»?L. 1 f (ii) a r “•* » f s °™ of agree. 

lunation: ellt or understanding among the independent 

• , „ , , ‘” d i™lnal business units. The first may bo called 

from 1 ! 0 ! ° u h “J r8 ®“ W “ J ? Mt have originated 

under singte ownoZip ondTonS lndopondent brai " c «« homes 
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The commonest method to bring out an integration, in the 
earlier stages of the integrated combination movement, was the 
Trustee device and was used mainly to bring about 
devioe™ 8t ° e mono P°ty conditions in a particular field of busi¬ 
ness. “Under this form, which is now obsolute, the 
shareholders of the separate companies made over all their stock 
to a number of trustees, who received power of attorney to deal 
with it as they thought fit, and who issued instead of it trust certi¬ 
ficates, carrying a claim to the payment of dividends, to the 
original shareholders’ 11 This form of combination, which arose in 
America, eame to an early end as a result of the unfavourable law 
court decisions. 

Integrated combination about may also be brought about by 
acquiring any one business unit, the plants and properties of the 

firms which are to be combined--a process 

Consolidation; known as consolidation or outright fusion. Thus 
independent enterprises are merged or consolidated 
into one organization, which may be one of those participating 
in the consolidation; or there may be a new corporation set up 
for the purpose of taking over all the existing ones. Some times 



one business house purchases the properties or plants of other 
enterprises intended to be consolidated. 

Integrated combination may also take the form of what is 
generally known as the holding company device. Holding Company 
. 18 a form of business organization which is able to 

Company : control or materially influence the management of 

one or more other corporations by virtue of owner¬ 
ship of voting stock in other corporation or corporations.* A 

holding company controls a number of subsidiary corporations by 

owning a majority of their stock. Holding Companies, however, are 
j)f several kinds. It may be a “pure” holding company which is 

1. Robertson—The Control of Industry. 

2. D. F. Pegrum-Public Regulation of Business. 
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*tup solely for the purpose of „ W nin g the controlling interests in 

other companies, known as the 'subsidiaries'. If, however, a hold. 

ug company ,s organised first which there after proceeds to 

2T » is known as the pa» 

holding company. p 

likewise Proprietory Holding Company, the Pri- 
ry o ing ompany, the Finance Holding Company etc. When 
a Wing company holds all the stocks of its snbsidary companies 

“ » * Proprietory holding company; and when a hold- 

ng« P a„, stands at the top of the combination with no other 

mpany above it, it is known as the Primary Holding Company. 

, C "W do ™» generally involves a process of 

pyramiding-one company controlling the other, the second 
controlling the third, the third the fonrth and so on. In this wav 
on* company,it the head can excise control over many others 
without much investment. It, therefore, created some very 
difficult problems and brought about some socially undesirable 
results. It led to financial abuses and excesses and aggravated 
the monopoly problem, 'Pryamiding' of control in the holding 
company device is brought about through the use of intercorporate 
stock ownership; and although holding company device was made 
an illegal method of combination, the intercorporate stock owner- 
s ip is still a prevalent business practice. Intercorporate stock 
wnership thus is the basis of interlocking directorates and there¬ 
to, is the most decisive organisational factor shaping the pattern 
of modern business. Holding company device may be made illegal 
bat the crux of the problem still remains in its most dominent 
tom. This therefore, poses a problem for those who want to 
control combination. 

Combination by Agreement. 

Agreements among independent businessmen, to restrict 
competition, form the second major category of combination. The 
influence of such a form of combination extends to those branches 
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of business where the competitors are numerous but of compara¬ 
tively small financial and business strength. The object is to 
limit competition and mutual business rivalry and thus, bring 
about benefits to the participating business men. 

The most informal type of combination under this category 

is the gentlemen’s agreement. This is simply an understanding, 

among the participating businessmen to bring 

gentlemen's about limitation of competition. Gentlemen’s agree- 
agreement: * ° 

ment, as a form of combination, lack the requisite 

authority over the participating members and, therefore, rarely 

prove successful. But at the same time its existence cannot be 

denied and it is a fact that they are still an integral part of price 

leadership in the market and sharing of the market. 

Community of interest is another form of combination coming 
under the same class. It is a form of combination which is the 
result of individual businessmen owning stock in otherwise inde¬ 
pendent concerns, the stock ownership being used to secure unified 
action on matters of common interest. Community 
Community of of interest may exist among businss engaged in 
!l . the same lime of business; it may embrace busi¬ 

ness houses which are customers of each other. 
It, therefore, represents a very diffused form of combination whose 
existence can be discovered from the records of stockholders 
and directors. The companies remain separate but a small group, 
by the practice of ‘interlocking directorates’, or by the owner¬ 
ship of a majority of stock in every company, or by both methods, 
maintain control and harmony in all the companies. 

Pools: 

Pool is another device for combination effected through 
agreement among several business men. This is a form of‘federal’ 
organisation where the activities of the combining 
r ’” ls: ““its «e coordinated and controlled in certain 

■ matters they have agreed -upon. - In matters, not 
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wthm the a 8 re ™®‘r the combining units are free to act on their 
own. The combining members may agree to pursue a common 
policy with regard to any matter connected with their business, 
they may thus confer and conclude a price-fixing agreement. It 
then becomes known as a 'Price-pool'. If the, agree to divide 
, m " bl “ on 8 themMl ™ »o a*‘ aaoh participating unit may 
, “ ™ tuat m0 “ 0 P°iy of supply in a particular area, the agree, 
ment then brings about a 'Market Pool’. Such a division of 
markets may bo on the basis of customers or on the basis of 
products or on the basis of territories or area of the market 
Sometimes tile combining units agree to restrict and control the 
volume of production in each unit. In other words, they bring 

about what is known as the 'output pool’ or the Traffic pool’. 

Thus in an attempt to restrict production the combining units 
lix quotas of production for each unit. In that case their action 
ns known as ■ prorating of ,he business’ or equitable sharing of 
n ailable business. The combining units mostly in case of the 
8 'W ra 8: “°mpanio 8 , also often agree to pool the revenue of all the 
unite. Prom the total amount thus pooled the expenses of the 
poo are deducted and the balance divided among the combining 
■mute m a certain agreed proportion, Snob a pool is known as the 
Income or the Profit Pool’. 

Export association is another form of pooling combination 
Which the producers combine for the purposes of export trade. Such 
•a combination was organized in America under the Webb-Pomer- 
cue Act of 1018. 'Patent-pool’, however, is, the most important 
type of pool now-a-days. All industries whose business is based 
* patents use this type of pool. These pooling arrangements 
however, give rise to man, serious abuses. The export „ 88mU . 
tioms basically in conflict with the principle of competition in 
international trade and therefore, naturally reacts unfavourably 
on She domestic trade which is in this case adversely affixed. 
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Patent pools are a source of great abuse in that they increase and 
strengthen a system of monopoly. 

Pools are combination devices which had developed in America, 
the continental counterparts of which are known as the ‘cartels’, 
Germany being the classic land for their origin and development. 

Cartel is “an association of independent undertakings which 
inforces obligations as to the treatment of output, market pur¬ 
chase. price calculation or trade terms and, therefore, serve to 
influence the market against the working of free competition.” 1 

As it appears from this definition, cartels are orga- 
CarteLs: nized or run on lines similar to those on which 

pools are worked. Like pools, therefore, there are 
Price Cartels, territory or market cartels, output cartels etc. 
During the accendency of Herr Hitler in Germany cartels were 
not only greatly encouraged but were used to increase production, 
set up industries, to encourage research in German industries, in 
a word, to bring about industrial strength in the country. 

Trade Associations. 

It is common, in every country, and quite natural too, for 
business enterprises engaged in a particular trade or industry to 
form a voluntary organisation. Their purpose in coming to¬ 
gether in such voluntary organisation is to deal with common 
problems of the industry or trade. Such a voluntary organisation, 
known as the Trade Association, is a form of combination in 
which business houses carrying on similar trade or business become 
its members. The members joining the association, however, 
maintain their separate legal independence and are in active 
competition with each other. They are completely free to enter 
or withdraw from its membership at will. Such a trade associa- 
tion may be either local, regional, or national in scope and 
organization. Formerly such associations were also directed 
T Dr. Isay . ” 


trade association 


Awards restricting competition, but such an idea of its ftucH 
was later riven on Tt +v,w 18 lunations 

ssssass-r?* 

advanced the idea, in iojl tint L , Chlcag0 law y er 

•» competition'should * 

tie development trad 7 , ■ “ ^ of 

association, members sbordd froely tkt 

mth “\° tllBr - Tl >“ Trade Assoeiatio,,; m IXTouT 
sauio principle, bring al w „t fan twW „ f utt 

market conditions or »n t I Ia membm in order that i , ‘ d 

do no.”Z;T‘ io L 0 ^ ivo whidl f trado “ s “ klio “ 

Ml . in ltm . ' ‘ J ilia tIlere ftr » trade associations which 

instead I o7i!" U "™” S 1“““™ T rMti “ !S limit competition 
instoad of increasing it. Wfiil« thno ik« ■ . 1 

...... ° n 11110 ^nus the main direction nf iitojw 

“• s: 

trade assoeiatio,, activities whichLl ^ 

Hie collection and disseminnfirm nf , . • ,. , . ,, 
r0 ] aHllff . ., ,. . , minatl0n oi statistical informations 

“1: ‘7“77“ Bd “ - «f ^ most 
dissemination . 1 ,rtant acfcmfcies of any trade association. Tim 
<d statistical idea behind simii an n „i.: 
information: . , “ <U1 acllv % 18 to guide the 

members about market trade and market conditions 

of price Z rt r f , 0t } tmd r ° amktim ei W in «>me form 
I f> ioi the benefit of their members. Sales prices of 

p *» reporting • *“% “iJMtod with the trade and industry 

made available to members. y ' ' 

In recent years it has become a very important function of 

“ 6 “““‘T * * “ for the industry befero 

Governmental ° overnm cnt. ^ ra( * e Associations act as the 
Relation: connecting link with the Government. They p re . 

sent the case of a particular industry to the 
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'Government, agitate and lobby for special legislations for the 
industry or oppose certain legislative measures which are likely 
to affect the industry or trade adversely. They also act as 
spokesmen of the industry or trade on tax matters and also act 
as information bureau for the members on matters relating to 
taxes and taxation. • 

It is also one of the important functions of the trade asso¬ 
ciations to improve the standing of the industry in the eyes of 
the general public or the consumers, Trade produc- 
Pubfic Relations: ^ on an( } advertising, stimulation of the consumer 
demand, exploring new markets for the products 
of the members, establishing contacts for the members in foreign 
markets, carrying on market research etc. are the various fields 
of endeavours for the members. They also organize and run at 
different important centres BettetBusiness Bureau which aim at 
popularising the product of the members and warning the consu¬ 
mers against shysters and adulterations and imitations. They 
also carry on educational programmes, by issue of literatures and 
public announcements to educate or put the consumers wise about 
the trade or industry. 

A great many important and well organized trade associa¬ 
tions carry surveys and give advice to the members on matters 

connected with wages, hours of works, working con- 
Employer Em- ... ■ 

ploy Relations : Rations and collective bargaining Some of the asso¬ 
ciations, have also employee training programmes. 

They also aim at elimination of unfair methods of competi¬ 
tion among the members, on the one hand, and also establish a 
code of fair competitive and market conduct in 
Trado Practices: them. Viewed from the point of public policy the 
development of higher standards of business con¬ 
duct among the members is one of the most important'socially 
desirable functions, * 1 ‘ • ' 
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. , An US,laI and common fie,d activity of trade associations 
18 the lnfcroduction ° f methods for the standardization and simpli- 
Ideation in the productive process of the industry. 

1 and' 10U As “ethods of standardization they make efforts 
Simplification ; for the establishment of uniform products, their 
sizes and qualities. They also exercise their influ- 
cnee or the reduction in the number or variety of products, types, 
mo e s,^ patterns etc. m order to eliminate and avoid many of 

1 tTTjT **■—* *■««*•*. America 

Jrild “ Associations ham contributed notably in 
urtionng these developments and during both the world ware 
10 governments sought their assistance on these matters to brin<> 
about war economy measures. ^ 

But it must also bo said that trade associations also exeiwe 
nctive activities in order to reduce the degree of competition 
among their members. Price controls and output controls are 
therefore, not uncommon. It is as such very difficult to say with 
certainty whether trade associations improve the competitive 
atmosphere or they make competition misty and mystical by their 
attempt to restrict competition. With some, one is true while with 
others the opposite is also clearly observed. As a matter of fact 
there is a mixture of both in a largo majority of trade associations, 
bus trade associations while can help materially in raising the 
ethical standards of business by their sobering, social, and ednea- 

1VO activities, they also contain many possibilities of monopolire 
and malpractices. 1 





CHAPTER XIX 

PUBLIC POLICY TOWARDS COMBINATION 

Public policy towards combination has been a maze of incon¬ 
sistencies and conflicting decisions. The interests of the consumers 
or the general public, in the field of business differ not only 
because of the monopolizing spirit and outlook of the businessmen 
but also because of the various measures of the government which 
indirectly foster and strengthen monopolistic conditions and 
restraints of trade. 

The aim of public policy relating to combination should not 
get involved about the organizational side of combination but 
it should actually be turned towards the possible 
PnHey f ; IubllC objective and effect in the market. Competitive 
process, if it does not result in competitive wastes, 
is healthy and therefore the economic theory behind the public 
policy towards combination should be to maintain such competi¬ 
tive process which would prevent firms from having a substantial 
power to determine prices by limiting production or to increase 
profit by deterioting the quality. 

To maintain better resource-use, through effective competition, 
should be the major object towards controlling combination. As 
a business proposition combination is nothing but 
SS not an ir,ter - firm organization which in itself is not 
bad in itself: bad. In one sense it is necessary for keep the 
market conditions within certain norms or balance. 
A complete lack of inter-firm organization would generate an 
extreme case of rivalry and bring about an absence of behavioral 
norms to make the market chaotic. Equilibrium among inter¬ 
dependent. firms—whether or not their rivalry is subjectively 
oligopolistic—requires a well founded and vigorous public policy 
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to prevent independent behaviour from destabilizing the market. 
Ihe other extreme, a market with a large number of equipowor- 
fnl firm with no inter-firms organizations may result in such a 
great and gruesome rivalry that it may become necessary for a 

public policy to promote some form of inter-firm organization to 
improve the market conditions and their market behaviour and 
performance. In such a market condition the establishment, as 
a matter of public policy, of some workable competition has to 

aomoti,™rub. 0 b f ' “ h r e ? “ rt ° f * ~>bi„ a tion 

lie Policy to ot a 1 educed number of firms or, in other words, 

f Mt T E 1 ““ tmmI organisation, 

good market 1 ubhc P°% here towards combination has to be- 
pei oimanco: com o of a different nature with the avoid object of 
moderating competition for obtaining good market 
performance. But a word of caution here is necessary. Govern¬ 
ment aid in establishing such formal inter-firm organizations 
must not go too far. Excess and wasteful rivalry must not 
be replaced by too little rivalry to result in harmful effects 

Public Policv ° nfch ? herSid0 ’ A C ° imt P llblic PO% in this 
1ms to bo Z connec ^°u must be on the middlo course : it should 
middle course .* neither abolish nor promote particular inter-firm 
orgnizations absolutely but rather should "allow 
the degree of formality which, while permissive of group equli- 
brium, is yet not so formal that the public interest suffers” 1 
Public policy towards combination should be concerned with 
the question of what is desirable and what is not. It should, more 

Public p 0 H 0 ° r leSS ’ * )6 primari| y ooncei ' nficl with the effects of a 
should bo *2 P articublr business combination on the market 

S£ rattier 0on(liti ° n8 and . consumers’ interest as a whole, 
than form of Ever y interfirm organization, big or small, must 
nation, necessarily, affect in big or the small way, prices 

■ .._ and _Fice structures. But if the inter-firm organi- 

1* A,mai ’ in Philip8 “ Polic y Implications of tibo theory of inter-firm organization. 
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za tiou is affecting prices or price structure just for better market 
performance public policy them should not be directed against such 
inter-firm organizations. It is a bad public policy if it goes against 
the inter-firm organization even if it is doing the minimal jobs of 
preventing market chaos”. Combination organized for having a. 
price-fixing agreements may be seemingly bad as a form but it; 
may be good, in the public interests if the price-fixing agreement 
improves the market performance. A sound public policy towards- 
combination should, therefore, place emphasis on effects rather 
than on form. Rule of reason should be basis of the public policy. 
Group behaviour, as a result of combination, which has good 
market effects should be ignored and only that which is unreason¬ 
able, unsocial, and anti-consumer should be banned or brought 
to book. Public policy directed blindly and uniformly against 
every inter-firm organization, irrespective of its effects, with its 
emphasis merely on the form rather than on effects, instead of 
solving problems would only create them. To say that all inter- 
firm organizations are per se illegal even if they improve market 
performance and enhance consumers’ interests is a barren business- 
proposition without any social contents, 



The economic objective of a public policy towards combina¬ 
tion, in a welfare society, should be to promote good performance 

--—good in.the sense that the business and 

S -0 fOT Pubir* indusfcrial res °urces in the society are used efficien- 
Policv: tly, that business activity contributes to the 

achievement of socially desirable economic goals, 
that progress through technological change is encouraged. If it 
vere an axiomatic truth that market performance and consumers’ 
interests improve monotonically with mere increase in market 
rivalry among rival business firms there' could have been some- 
argument in favour of an inflexible', per se rules of publio policy. 
But since such a general business or economic idea is not true, the 
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per se rules, the inflexible policy, the blind theory of anti-combi¬ 
nation law should be abandoned. Per so rules, the mad myth 
of a blind and general anti-combination Jaw which aims at estab- 
islung either an absolute illegality or absolute legality, without- 
analysing particular market situation, may worsen or may 
improve market performance and consumers’ interests. 

In the same context, therefore, it must be realized, as a sound 
public policy, that all combination activities are not equally bad, 
M . . , ^ u re are mer S er proposals, in actual practice, 
may have good Jmve virtually nothing to do with the crea- 
effoctB socially: tion of a dangerous market power or an unsocial 
monopoly situation. They are, on the other hand 
a business alternative brought out to save some firms from going 
into bankruptcy or liquidation. Business bankruptcy and liquida¬ 
tion of business firms are nob only business debacles of serious 
business setbacks but they have also in some respects unfortunate 
social results. Thus as a method of transferring capital from one 
management to another, just to save business setbacks from 
shaking the business market, the merger organization is much 
superior to bankruptcy or liquidation. Such a combination instead 
of bringing some dangers to the society avoids the loss that 
inheres in the death and destruction of any going business concern. 

Competitive situation may be so hot that there may be a ques¬ 
tion of complete elimination of several firm from the face of the 
market-an automatic elimination or death of firms bring¬ 

ing misery and misfortune in its trail for many. This is a 
situation which may bo saved by grouping several firms into one 
~ an obvious process of combination and inter firm organiza¬ 
tion. But such a combination instead of bringing in the market 
abuse results in the benefits of rationalization. Therefore, the tie 
between market abuse, social diseconomies and combination is not 
always obvious, Combination economies need not always be social 
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diseconomies. Public policy, therefore, has always 
should explore fco explore the connection between market mischief 
twecn^mrket ant ^ com ^' na tion. In a socialistic society public 
mischief and policy towards business has very carefully to 
!1 ‘ balance ethics with economics, and economics with 
ethics. To pursue a policy of either independent economics or 
independent ethics, in the business and industrial field, would not 
be socially desirable in these days. Business policy must have 
ethical basis and business ethics must have social economics. 
Business economics without ethics is colourless and ethics without 
economics means poverty. 



BUSINESS COMBINATION IN INDIA. 


It m generally ..Id that combinations grow at™ advanced 
stage of capitalistic progress. But in India although we have not 
reached that advanced stage of industrialization or business 
achvrty, comparable to tho western countries, the striking feature 
■of business and industry in India now is the concentration of 
ownership and control in fewer business hands and in fewer busi¬ 
ness houses What is important about the business combination 

m India is bat the Managing Agency system, which is peculiar to 
India, h „ 8 had p P 0 f 0nnd influence „„ the trend and pattern of 
■combination here and has led to the financial, managerial as well 
as administrative integration of industrial enterprises under one 
Picture Of “““on Managing Agency. Since the institution 
■Combination “Managing Agency has mainly been responsible 
in India : for the pioneering, financing, managing and expan- 

ding the Indian business houses, combination here, 
unlike other countries, has grown mainly through a process 
internal of expansion rather than through the external process of 
■amalgamation or absorption. The Managing Agency system has had 
another effect on business combination in India towards determine 
ing the type of combination here. It is entirely due to the 
Managing Agents that business combination in India represents 
and reflects both the horizontal and the vertical type of concentra- 
tion. India being an industrially underdeveloped country the 
Managing Agents found the whole field of business open and 
unoccupied. They, therefore, found profitable to extend their bin- 
ness activities on both the sides of the industrial and business 
held the horizontal and the vertical. Thus from one line 
of business to anotherthey spread their hands to anything they 
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found rich and new. Thus Managing Agents having under them 
Jute, Paper, Cement and Tea Companies also started their own 
collieries and even Inland steamer Companies. Thus the peculiar 
situation in India very naturally led to the concentration of 
ownership and control in fewer business hands and fewer business, 
houses. This trend of combination in India was further strength¬ 
ened by the sad lack of pure business entrepreneurs and industrial 
leaders in India. Managing Agency houses in India, therefore, 
soon developed into gigantic business centres, with ramifications 
in different business directions. An examination and analysis of 
the business ownership in India will show that the Managing 
Agency firms began controlling every sphere of India’s economic 
lire - from a small ginning mill to big iron and steel works, to. 
huge power-projects and ship-building yards with investments 
running into crores. They unquestionably dominate the most 
representative and the largest businesses in every business field. 

Combination in India has worked in several ways to bring 
about business concentration in few hands and houses. There is 
■ • , first an aspect of managerial concentration, then 

general ways ; 111 a system of multiple directorship, thirdly the 
system of interlocutory directorship besides there 
being a picture of financial integration too. All these put together- 
have made the integration of business houses deep. 

An examination of the business picture in India reveals that 
a small group of Managing Agency Houses manage and control 
more than 700 industrial establishments in India. 

The majority of the main industrial establishments arena- 
naged and controlled by a few big Managing Agency Houses 
namely, the Andrew Yule, McLeod, Martin, Bird, Jardine Header’' 
son, uncarn, Octavius Steel, Gillanders and the British India 
Corporation. Most of these firms which were formerly British ' 
owned have passed into Indian ownership, and. now some of 
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FoivManaging W» «• TO* 

Agents control!. jJna8 ’ Dalinias » Singlianias, Thapers, Goenkas, 
!! i ’ : Ruians ' Pod darB manage and control those 

firms. The degree of managerial concentration 
is great particularly when it is analysed like this that in a 
vast country like India is dominated by a few Managing 
Agency Houses. What is more, the managerial activity is not 
■confined to few types of industries but they control and manage 
a wide variety of business undertakings. Some of the Managing 
gency Houses have their control and management far flung. The 
J. Iv. Group (Messrs. Jnggilal Kamlapat of Kanpur) and the 
Dahma Jain Group, for example, control and manage diverse 

variety of undertakings-from a tiny soap making to the 

manufacturing of heavy engineering and chemical articles. 

In the Cotton Mill Industry more than one-third of the pro- 
ductive capacity is controlled by a group of thirty Managing 
p ... . .. AgcnlH ' Similarly in the Jute Mill Industry only 
rent Industries: a Managing Agency firms control more than 
half the total production, The Jute Mill Associa¬ 
tion, a form of combination by Agreement, but which works like a 
cartel, controls about 95 % of the industry’s productive capacity. 

In the cement industry, the Cement Marketing Company— 

an organization like a cartel or a syndicate-—was formed 

iu 1930. But since it did not prove very successful, 
■Utmumt: an outright consolidation was organized in 1937 

and the Associated Cement Company Ltd,, popu¬ 
larly known as the A. 0. C, was formed. The A. C. C. merged 
eleven cement companies like the Katni, theBundi, the Punjab, 
the Portland, the Indian Cement Company and others. 

In the field of Iron and Steel Industry only the two big firms, 
the Martin—Bum and Company and the Tata Industries Ltd,,’ 
•control more than 90 % of the productive capacity. The Martins 
Control and manage the Iron and Steel Company Ltd. and the 
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Steel Corporation of Bengal. What is more, both 
iron and Steel; the Tata Iron and Steel Company and the Indian 
Iron and Steel Company own their own colliaries,. 
and iron or mines. Iron and Steel Industry in India is as such 
the best example of a vertical form of combination. 

lit the Match Industry, the Swedish Trust have a virtual 
monopoly. The Western India Match Company (WIMCO) 
managed by the Swedish Match Company Ltd. is 
Mutch; ft powerful Swedish combine and controls a number 
of Indian factories by holding large shares in them.. 


During the post-war period and particularly after Indian 
Independence a marked tendency towards the absorption 
and amalgamation has been noticed. This is mainly attributed 
to the large-scale liquidation of British interests in India and the- 
keeness on the part of some of the Indian business magnates to 
acquire new holdings. Thus in 1947 the extensive business of 


Tendency 
towards umsi- 
ganuition: 


Messrs. Begg Dunlop and Company Ltd., was 
acquired, by an out-right purchase, by Messrs 
Mcleod and Company Ltd, Simlarly the business 


interests of Messrs. Govan Bros (Rampur) Ltd. 
controlling important concerns like the Indian National Airways 
ltd., were purchased by the Dalmias. The Dillmias aiso purchased 
the financial and business interests in the Newspaper group under 
the Tunes of India and the Benett Coleman and Company like 
the Illustrated Weekly oflndia the Evening News, the Indian 
News Chronicle, the Nav Bharat etc. They have also acquired 
control of the Punjab National Bank and the Jute Companies 
formerly under the management of Messrs Andrew Yule and 
Company. 


to t0¥ ‘ ri » “Nation of big business houses 

to secure both inoreased economies as well as concentrated busi- 
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Trend towards alfl ° noticed for sometime 

amalgamation: past - ^’ ra Messrs Jardino Henderson Ltd. 

was thus formed in 1946 to acquire as a going 
concern two big business houses of Messrs Jardine Skinner & Co. 
Ltd. and ol Messrs. George Henderson A Co. Ltd. Later the 
ante share capital of Messrs. Iiwing A Company Ltd., (dealing in 
fertilizers and of Messrs. Maitland Craig Lubricants Ltd. (dea i 

L r 1 tT‘t ™ a0q " ired * Mc “ *>*■» HeLson 

!dertm. U '; “ "* ** «™d on 

mide one name known as Messrs. Macnoill and Barry Ltd. 

Tnusn . r “ q " ired ““ tlle of the Ganges 

taTor ;„,c1 Trading Co. Ltd. They have now a huge interest 

“ ; ' “ d CMl m " m s Lueiness. The two independent 

hrms oi Messrs, Martin A Co. and Messrs. Burn A Co. were also 
ama^matcd into a new one known as Messrs. Martin-Buri, Ltd. 
They now control giant concerns in different lines of business 
, The teaohnique of 'Multiple directorship’ is a recent device 
bunging m the domination and control of tho Indian business in 

Multiple Dim,. ' 1 ‘“ 1 ! “f * fm bu8i “« India being 

torsliip, commoreially and industrially not a developed 

country tlierahim been a great dearth of business 
tadots, or ‘captain of industry’ as they are sometimer known, 
Moreover, due to the Managing Agency system in India tho 
Managing Agents always tried and manoovoured to keep only 
their trusted supporters on tho (life,, tBoards of Directors It is 
because of these two peculiar circumstances that the tendency to 
have a concentrated control in the few hands got a Blip and thus 
the Board of Directors, to-day, is»close preserve”.' Sons and 
relations community people at the farthest, alone have 
access to the, citadel of industrial leadership*.” It is interesting 
to find that there are only nine leading families in India_the 

1. Dr. Jt. M. Mehta-Comhination Movomcnt in Indian biduitiy. 
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Dftltniefi, the Singhanias, the Birlas, the Ruias, theGoenkas, the 
Poddars, the Banguras, the Jatias and- the Thapers who hold 
more than 600 directorship. The controlling interest of a hand* 
ful of persons and families has greatly increased. 

Interlocutory directorship is yet another system of greater 
importance and 'effects than Multiple directorship which in recent 

years have developed in the Indian business, 
liiierioeatory By the device of‘interlocutory directorship 1 inde- 
itmutoKkip: pcIKleilt and aut onomous business houses are 

closely interlinked by a small group of common directors. This 
device, therefore, leads both towards concentration of ownership 
ami control as well as towards collaboration and integration of 
units. Under the system of interlocutory directorship, although the 
different business houses have in theory a functional independence 
but in actual practice they run on an integrated and uni¬ 
fied policy. 

Another striking feature of the organization of business ill 

India, of greater implication and effect, is the close connections of 

the leading business houses in India with Banks, 

Financial con- Insurance Companies, Investment Trusts and other 
central ion j . , . _ 

financial houses. This means dominance of the 

business not by great business enterprisers or leaders but by 
leading financiers. This means, in actual practice, an aspect of 
financial concentration in Indian business and introduces a system 
of financial capitalism. Either through managerial integration, 
or. through the device of interlocutory directorship or by acquir¬ 
ing controlling interests in the share capital of the financial 
institutions the big business magnates and big business houses 
have links with them and maintain effective control over them. 
Many important business bouses also maintain a chain of invest¬ 
ment companies or corporations with a view to dominating the 
business field with their financial influence. Thus the J. K. 
Industries group have their own financial institutions, like the 
Hindustan Commercial Bank and'the J, K. Investment Trust. 
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The Investment Corporation of India Ltd. and the Investa Indus- i 
trial Corporation Ltd. arc controlled and managed by the Tatas.; 
The Birlas have their Now India Investment Corporation Ltd. and 
the Investment Corporation Ltd. They have also a link with the 
United Commercial Bank Ltd. TheDalmia Investment Company 
Ltd., the Industrial Credit Company Ltd. belong to’.the Dalmias. 
Iho Bharat Bank Ltd. was a bank belonging to them. Similarly, the : 
Sinhamas and the Goenkas also central, manage and operate a 
large number of financial instifcutions.Major percent of the funds of 
these financial institutions attached to the different business houses | 
are invested in the allied concerns of the respective business houses. 
What is more those Investment Companies have also themselves ! 
floated a large number of subsidiary companies. Most of the 
business houses dealing hi automobiles have a flourishing hire 
purchase business and they all are connected, for the purpose, ■ 
with one or more fmanoial houses. There has been thus a process of : 
re-intorgation of control with financial support. Every field of 

business---——mining, industries and transport--is rapidly 

passing under the control of a fow groups of financiers. High ; 
finance to-day dominates the most representative and the largest j 
business in India. This development may mean some good bus!. I 
ness expansion and development but from the point of view of 
society and public policy it is fought with dangerous, conscquen- I 
cos and its evil side is' sufficiently obvious. There lurks and hangs i 
the danger that the permanent interests of the society at large ; 

may be subordinated to the temporary enrichment ; 
Danger’s ahoad: 0 f a small group. The combination of big business j 
houses with financial and investment houses would I 
naturally load to a formidable concentration of power in a small ; 
group which may bo used unscrupulously with such a cruel rapa- : 
city that the society may bo inpoverishcd for its whole life. The j 
system of‘interlocking, directorates’ and business houses Intel'* 
woven with financial houses calls for stringent legislation for some 
'sort of a drastia reform in this direction. - - 1 


CHAPTER XXI 

MANAGING AGENCY SYSTEM—THEIR 
USES AND ABUSES. 

The Managing Agency System, in the organization of business, 

is entirely, peculiar to India with no counterpart m any othe 

country of the world. The place of taming houses, investment 
bankers and underwriting firms of the western countnes has had 
been taken by the Managing Agency System in India 

The “Agency Houses" of the days of the East India Comp 
any later budded and blossomed into the Europe^ firms d 
Managing Agents of the modem times. The system 
Origin Of the of Managing Agency in those by-gone days was 
: adopted to ensure the supply of foreign capital for 

business ventures in India; and the same device was later found 

very useful for attracting investment of Indian capital in husrr™ 

enterprises. Hereinlnidia there is no company promoter in the 

same sense as in England; and their place is taken her.i by danafr 
tag Agents. Unlike the western countries, tte F «*■ 

iukdia are rewarded by being entrusted with the Managing 

Agency of the concerns they have promoted. 

Managing Agency firms in India were originally mainly 

partnership or private limited companies. Propntory rms or 

public limited companies, however, were also not unknown bnt h 
partnership agency firms predominated. C “ ,0 " tta . lM , bee \ t 
home of Managing Agency and the system first equated here 
although later they spread to Bombay and Ahmedabad too. 

The Managing Agents do the preliminary work of research and 
experiment, precedent to the starting of new concerns promote 

joint stock companies, employ their own funds for 
Their functions: financing requirements of the concerns in their 
group or arrange for such finance by aoting as gua¬ 
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rantors and, as the name implies, manage their business’ 1 . They 
thus fulfil three important functions in the business field in India. 
They combine in them the functions atonce of the entrepreneur, as 
an entrepreneur to managing agents have taken upon 
functio™ P :° rtant ^cmselves fc he risks and responsibilities of pio¬ 
neering new industries in country. The Managing 
Agency System forms the basic frame-work of the existing method 
industrial finance in India. They attribute most attractive to the 
business world is their role as a financier—the supplier of business 

finance. The provision of finances, not only for ini- 
Eole as a finan- . 

tier: tial fixed capital expenditure,but also for subsequent 

reorganization, extensions and modernisation as well 
as for working capital purposes has had been aranged for by the 
managing agents. They have the credit of having furnished this 
finance in various ways by themselves subscribing to the share 
capitals and debentures of the joint stock companies or getting 
them subscribed by their friends, by arranging loans from banks 
and pledging their guarantee for the loans, by attracting deposits 
from the public on the credit and strength of their goodwill and 
also by making advances to the companies, under them, from their 
own private funds. Besides, they have the record of having 
assisted the companies in the placing of their securities on the 
market as the underwriters of the west or the Industrial Banks of 
the continent do. Then have, therefore, performed the useful 
funotion of bringing together the investor and the Company. 


The provision of fixed initial capital by means of subscription 
to the share capital of the company by the Managing Agents is 
rather very important and interesting. During 


Assistance to¬ 
wards Fixed 
Capital; 


1932, Managing Agents held 3/5 ths of the shares of 
the cotton mill, as was stated by Sri ICasturbhai 
Lalbhai before the Tariff Board. There were even 


1. Punindkar———Banking in India. 
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cases where 85 to 90% of the shares were owned by the Managing 
Agents. As was revealed by evidences before the Tariff Board of 
1927 aud 1932, the managing agents were the majority shareholders, 
Calcutta Managing Agents, however ) did not hold, as a principle, 
even more than 20% of the shares of the companies under their 
management since they prided themselves on the fact that they 
were successful agents. It was only when the public floatations 
used to prove a “frost” that the managing agents were left with a 
large number of shares. They used to take the earliest oppor¬ 
tunity to free their funds from shareholdings in a company so that 
the same might be taken up by the public. This aspect of their 
practice is comparable to similar functions performed by the 
industrial banks of Germany in ilia field of investment. 

Although their contribution towards the fixed initial capital 
of the companies, under their management, by way of subscription 
to shares, were never considerable, they have the 

wardsTon^ term recorc * having frequently furnished long terms 

loans: ° loans or taken up large issue of debentures for 

financing expansion and reorganization schemes. 

In a country having no organized financing houses, in the earlier 

days of its industrial history, this aspect of their functions gets 

added importance. During the developmental or the depression 

periods when neither banks were ready to advance money nor the 

people were willing to take up debentures, the 

Financial assis- managing agents did render considerable finan- 
tanceof impor- 

tance ; oial assistance. There are instances to show that 

by their timely assistance they have the history of 
having saved, several enterprises in India, from ruination. The 
Pioneer Company, a company started in Bengal in 1918 with a 
capital of 12 lakhs was saved by managing agents from liquidation 
in 1923 by the financial assistance to the tune of Rs, 17 lakhs. 
During the difficult days of 1920-21 when banks were not ready 
to advance money the managing agents advanced- considered 
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amounts to several such industries to help them through 
the slump. 

Their assistance towards the working funds of industries 
were great during the earlier years of industrial expansion. 
The amounts loaned by managing agents to the Bombay 
aud Ahmedabad Cotton mills totalled in October, 

wardTworking ® 8 ' ^ crores ai 'd Rs. 2. 6 crores res- 

Funds: pectively, forming 21% and 24%, respectively of 

the total finance required by the mills. Financial 
analysis of these mills reveals that, on the other hand, bank 
loans formed only 9% and 4% respectively. 

Ihe indirect financial assistance of the managing agents in 
so far as they arranged loans, advances and cash credits through 
other sources had been also invaluable. 

Besides the functions of promoting and financing business 
enterprizes in India, Managing Agents used to perform a number of 
other‘subsidary services’. They have the record 
Subsidary tone- 0 f having acted as the marketing and purchasing 
agents for the products and requirements of the 
companies under their management. JThis, however, was motived 
as much from the service view point as from a motive of profit 
or gain. But what is of importance about them, which goes to 
their credit, is that by their initiative and enterprize, in those 
days of business backwardness, they certainly created a feeling of 
trust and confidence which later tended to encourage Indian 
capital to shed their shyness to come out of the hidden seclusion 
and walk into the business field. 

The Managing Agents, however, soon became greedy of gains 

and began to pursue methods and means, in the management of 

,, „ , , the business houses under them, to enrich them- 

Abuse of their ■ 

position: 1 selves. Their most important function, the function 

A of financing, soon became a complicated device for 
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gain and therefore, became open to grave defects. Actuated by 
these motives of selfish gain they pursued such unsound and un¬ 
questionable methods in business financing that the whole system 
of financing by them come to be regarded as unreliable, uncertain, 
shaky and unstable. The most serious and undesirable method, 
they adopted, was the inter-investment of funds. They used to 
invest the surplus funds of one company in the 

Inter-investment glares and debentures of another company under 
of funds: 

their control. What was disastrous about it is that 
when some companies fell into difficulties they also, dragged 
in others into the same state of misfortune because of their 
funds being interinvested. Interlocking of the funds of the diff¬ 
erent companies often drove even sound concerns to distress, 
because they were tacked on to weak firms. Their financing 
methods also became questionable; in many cases they converted 
their loans into debentures. 

Secondly, their management function instead of being run on - 

business lines were soon made commercial, to add to their wealth 

by way of management. Thus there started a 

Unweikly Num- trend among the Managing Agency Houses to add 

ber of compani- D ° ^ 

es under their more and more companies to their own list. The 

control ; number of companies under the control and 

management of a managing agency house thus became generally 

so large that it not only became unweildy but also weakened the 

general management and care of the whole system. Besides, it 

also gave added strain to the management and financial capacity 

of the managing agents. 

Trading and speculation, with the funds of the companies and 
at their cost, became a common practice with the managing agents. 

, This dissipated the funds of the companies under 
Trading and 

speculation : their control. 

Manipulation of the share of the companies under their control 
was another ob ectionable method adopted by them. They often 
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also changed their holdings from one class of shares to another to 
suit their own ends. 

Curiously enough, the managing agents abused the managing 
agency system by also treating their right of management as 
something which they could assign to others for 
office 1 ™ 01111 01 S ° me ^ a * n ‘ ^ e y were also found to transfer their 
office to others. Management of a large number of 
companies thus changed hands through transfer of shares at fabu¬ 
lous and fancy prices-prices going into the pockets of the 

managing agents. “Regular trafficking has taken place in Managing 
Agency and Management rights and these rights are treated as 
marketable commodities to be knocked down to the highest bidder 
regardless of his financial standing or reputation or the interest 
of other shareholders 1 ”. 

Hereditary cha- The hereditary character of the Managing 
J a ' : ' !!1 ‘ : Agency Houses made it rather “inevitable that it 

should pass into weak hands” 

Control over directorates, utter disregard for the interests of 
the shareholders, and the appropriation of a disproportionate share 
of earnings at the shareholders’ expense became 
' Other evils ; gome of the major common complaints against the 

system. There also came to light numerous ins¬ 
tances of the exploitation of the companies, under their manage¬ 
ment, and their shareholders through the levy of extra commission 
for sales and purchases, misuse of funds and issue and allotment, 
to themselves and their relations, of shares with disproportionate 
voting rights. 

1. Bombay shareholders’ Association (Memorandum) 








CHAPTER XXII 

MANAGING AGENCY SYSTEM-REFORMS. 

By the beginning of the thirties, of the present century, consi¬ 
derable dissatisfactions and irritations, about the Managing 
Agents had passed through the public eyes; during the delibera¬ 
tions of the Tariff Board on the Cotton Textile Industry in 1932 
criticism of the system were voiced by many. The Indian Com¬ 
panies Amendment Act, 1936 sought to bring about some reforms 
in the system but the approach towards the Managing Agents, in 
that amendment of the law, was rather based on moderation. 
While the need to regulate the system in order particularly to 
check them from drawing exorbitant sums as remunerations was 
considered necessary, the Government’s opinion then was that 
<f it is no use proposing an alternative system unless the whole 
organization of commercial and banking credit is changed”. Even 
the opposition members were moderate and compromising towards 
the system and it was said that “the Managing agency institution 
has served the country fairly well and it must not be judged by 
instances where, undoubtedly, they have been more or less a 
sponging institution; 

The amending Act of 1936 specified some requirements for the 
protection of shareholders’ rights. Under the amended provisions 
the approval of the managed company, by a resolution passed at 
its general meeting, was made necessary for the original appoint¬ 
ment, re-appointment, transfer of office or changes in the contract 
of the managing agent. The term of office of a managing agent 
was fixed to twenty years, with re-appointment 
Act 6 ofTns ^ Ulg P erm ^ tec ^ f° r another twenty years. To prevent 
the managing agents from obtaining very high 

1. Sri Bluilabhai Desai—Legislative Assembly Debates, 1936. 
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remuneration it was provided that their remuneration be only a 
fixed percentage of the net annual profits of the company subject 
to a minimum. The issue and guarantee of loans to managing 
agents and to companies managed by the same managing agents 
was prohibited. 

Their right to issue debentures in respect of the managed 
company was also prohibited as a measure to limit the control of 
managing agents over company finances. Their right to appoint 
directors was also limited to one-third of the total strength of the 
Board. They were also forbidden from engaging in any competi¬ 
tive busiuess with the company under their management. 

The regulatory measures of the 1936 Amendment were not 
very strong to prevent abuses and malpractices prevailing in the 
system but the Amending Act was important in this that it was 
for the first time that the system of managing agents was brought 
under legal purview, 

After the second world war there was a rapid increase in the 
number of Joint Stock Companies in India with similar growth in 
the business activities of the Managing Agents. This expanding 
and growing business tendency also witnessed the 

Amendment: § rowin S misdeeds of the Managing Agents. 

There were cases of some very unhealthy growth 
of spurious and undesirable companies to take 
advantages of the expanding business situation. Many of the 
shareholders of such fake and unhealthy companies were duped. 
In order to arrest this harmful situation the Government appoint¬ 
ed in 1946 two eminent experts on oompany law to examine 
the question of reforming the company law. In 1950 the 
Government of India again constituted a company law committee 
to recommend amendments to the Companies Act. Ultimately the 
Companies Bill was passed by both Houses of the Parliament in 
September, 1955 and came' into force from April, 1956. 
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• Although the Parliamentary Debates on the bill reflected a 
large variety of approaches to the Managing Agency System the 
criticisms were directed mainly on two fronts (0 concentra¬ 
tion of economic power in their hands and its misuse by them and 
(ii) the heavy coBts of maintaining the system. They taken 
together, therefore, involve questions of the appointment and 
tenure of office of the Managing Agents, the conditions of their 
office, assignments of office by them, their remunerations and 
their activities. 

The Various Checks: 

The 1956 Amendment provides for an extensive regulation oi 
managing agents. There are as many as 52 provisions relating to 
the Managing Agents, Section 324 being, however, the most vital 
of all, because under this provision (section 324 ) the Government 
have assumed powers to prohibit managing agency in any business 
or industry. 

Under the Amended Act the appointment and reappointment 
of Managing Agents to a company is not merely subject to appro¬ 
val of the company by a resolution at its general meeting and 
that of the Government but there is now an overriding proviso 
that Government will not approve their appointment unless it is 
satisfied on three important points : 

(a) that putting the company under the Managing Agent is 
not against the public interest; 

(b) that the proposed managing agent is a ‘fit and proper 
person and that terms and conditions of the agreement with it 
are just, fair and reasonable ; and 

(c) that the managing agent, to be appointed, has fulfilled all 
conditions required by the Government. 
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Under the new provisions Government have also the power 
to prohibit the system of Managing Agency in individual cases. 
Changes in the Managing Agency agreement have also to be 
approved by the Government. 

Under section 328 the terms of office of all Managing Agents 
appointed after the Amendment came into force is reduced to fif¬ 
teen years at the first instance and to ten years for reappointment. 
For those who were already holding office at the time the new Act 
came into force, August, 15, 1960 was fixed as the dead line by 
which time all existing Managing Agents were required to be re¬ 
reappointed according to the provisions of the new Act. Again, the 
provisions and age-long practice of securing re-appointments long 
before the expiry of the existing agreement was against the interest 
of the shareholders. Under the new provisions, therefore, re-appoint¬ 
ments will be permitted only when the existing term has less than 
two years to run. 

Many of the evils of the system were rooted in the dynestic 
powers of the Managing Agents, The new Act, therefore, prohibits 
in the case of new managing agency agreements, the inclusion of 
any clause for the succession to the office by inheritence or 
device. In cases of existing agreements with some such provi¬ 
sion, the heir can be allowed to inherit the office only if the 
Government become satisfied that he is a ‘fit and proper person’ 
to hold office. 

Asa measure to check the bad practice of trafficking in 
managing agency rights and undesirable transfer of such rights in 
managing agency firms and companies, constitution of the Mana¬ 
ging Agencies are required to be sanctioned by the Government. 1 

It was sometimes experienced that some Managing Agents 
practiced irregular practices and then suddenly used to resign 

1. As also introduced in the 1931 Amendment; 
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from the office to escape from its repercussions. It is now speci¬ 
fied that such resignations will not be accepted until they submit 
certain statements on the affairs of the company and they are 
found satisfactory by the Board of Directors. 

Section 332 of the new Amended Act imposes ceiling on 
Managing Agencies and the number of companies that may 
be now managed by a managing agent is limited to ten. Managing 
Agents, managing more than ten companies have now to limit 
their operations to ten. 


The amended act now clearly lays down that managing agents 
have to work and exercise their authority in the companies, they 
are managing, subject to the superintendence, control and direc¬ 
tion of the Board of Directors The right of the managing agents 



to appoint directors, which was limited to one-third of the total 
number of directors by the 1936 amendment, has now been further 
cut down. Under the 1956 amendment they can appoint only two 
directors where the strength of the Board of Directors exceeds 
five, and one where the strength is not more than five. 

The restrictions on mangerial remuneration of the managing 
agents are contained in sections 348 to 354 ; section 355, however, 
excempts private companies from these restrictive regulations as 
contained in sections 348 to 354. Under the law, a public com¬ 
pany, and a private company which is a subsidiary of a public 
company, cannot pay to its managing agent, by way of remunera¬ 
tion for any year, whether as managing agent or in any other 
capacity, any amount in excess of 10 per cent of the net profits 
of the company for that year. Section 353 further prohibits the 
payment of remuneration to a managing agent for any financial 
year or past thereof until the accounts of the 
Restrictions company for that financial year are audited and 
Remuneration : laid before the company at its general meeting. 

The over all limit of managerial remuneration 
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is fixed at 11 per oent of the net profits as indicated; ih section 198 
read with section 362. Section 354 prohibits the payment of 
office allowance to a managing agent, but reimbursement of expen¬ 
ses incurred on behalf of the company is allowed. ■ The provisions 
of sections 356 to 358 are in the nature of safeguards against the 
malpractices associated with the managing agency system, under 
which a managing agent would augment his remuneration by 
appointing himself as the buying or selling agent for the managed 
company. A managing agent now is not to be paid any commi¬ 
ssion for sales or purchase in respect of the managed company 
exempt in respect of transactions outside India. Section 363 
prohibits a managing agent of a company or his associate from 
receiving any sum from the company, whether directly or in¬ 
directly, by way of remuneration, rebates or commission. 

Another important restriction imposed upon the Managing 
Agents, under section 375, is that no managing agent can hence¬ 
forth engage on his own account in any business which is of the 
same nature which directly competes with business carried on by 
the managed company unless the managed company by its special 
resolution authorises its managing agent to do so. 

Interinvestment of fund had been one of the greatest abuses 
indulged in by the managing agents. An attempt has been made 
under the new legislation to check it. Under 
Investment Res- section 372, therefore, although the board of the 
directors of the investing company, may, by a 
unanimous resolution at a board meeting, invest upto 10 per cent 
of the subscribed capital of the company in whose, shares the 
investment is made, but the aggregate of such investments in other 
•companies of the same group should not exceed 20 per cent of the 
subscribed capital of the investing company. 

The main criticism against the Managing Agency system 
4hat used to be levelled against it was that it has .outlived its. 
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usefulness. The new legislation, however, does not take any such 
stand on the matter. As it appears from an analysis of the 1956 
amendment that instead of attempting to abolish the managing 

agency and replace it by any alternative system the amendment 

only seeks to reduce the scope for malpractices and to plug in 
the visible loopholes of the system under the old structure. 
Under the new amendment, therefore, the companies have been 
required to disclose their affairs more than what they used to 
do previously. Thus, the form in which the balance sheets and the 
profit and loss accounts is to be presented is now prescribed, direc¬ 
tors have to disclose their shareholdings, inter-investments of funds, 
in companies under the same management have also to be di* 
closed, tenure of office of managing agents and the maximum 
number of companies that may be under one management have, 
been reduced and a curb has been put on excessive remuneration 
fraud and manipulation. But the enactment is neither foolproo 
nor all pervasive, it only improves the situation and imparts an 
education value in that the public and the shareholders have now 
more detailed data and disclosures about company management, 
to be on the guard. The shareholders and the public have 
therefore, to be vigilant and active about the company affairs, to 
check the abuses. As the Companies Act Amendment Committee 
itself said, the real remedy for the abuses “lies in the growth of 
of aotive shareholders’ organizations and the ability and public 
spirit of the shareholders in exposing the irregularities of 
the management”. 

Under section 324 the Government have assumed powers to. 
prohibit managing agencies in any industry or business and,. 

therefore, it is true that the system has been 
The fear under poised on a huge wave of uncertainty. Owing to. 
section 324 : ^ & provigionin the Act there was a feeling 

that the managing agency system would be abolished altogether.. 
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But any one who closely followed the parliamentary dis¬ 
cussion on the Bill could say that the whole discussion on, and 
criticism of, the system were actuated more by a growing concern 
to improve and set the system to conform to the social objectives- 
than by any intention to abolish it altogether. The new amend¬ 
ment, therefore, only gives a new outlook to the system. The 
Act prescribes some recognized standards of behaviour in matters 
like legitimate returns for investments, proper remuneration etc. 
and it is expeoted that if the managing agents improve themselves 
and realize the necessity of a changed outlook, in their workings, 
in the changed socio-economic situation in the country they may 
he allowed to play their legitimate role in the country’s economic 
field. Sri C. D. Deshmukh, the then Finance Minister, while 
replying to the debate said that there was nothing in the language 
of the hill to infer that the Government wanted to abolish the 

system”.I am free to say that it will be for anyone to infer 

both from the speeches made here and from what has been 
written outside in the country and spoken, that there is a general 
bias here against the managing agents and, therefore, the onus 
will lie very heavily on them to prove that, if they are allowed 
to continue, they will he able to further the economic interests in 
the country. I suggest that it would be wrong not to allow the 
matter to rest there.”- 2 

1. Sri C. D. Deshmukh— Parliamentary Debates. 


CHAPTFR XXIII 

THE SIZE OF A BUSINESS UNIT. 

On an analysis of business principles and processes it is 
evidently clear that there is a direct connection of the size of 
business to its efficiency. In the ultimate analysis, however, size 
of business units and there efficiency present two different prob¬ 
lems. Eor the individual enterprize, the question is one of 
achieving the size which brings the most satisfactory 
The question resu ^ g f rom the stand point of the objective of 
’ business management. Public policy, however, on 

the other side, is primarily concerned with obtaining the advant¬ 
ages of the economies of size without of course having the dis¬ 
advantages of giant organisations capable of excercising the abuse 
ot their powers. The objective of public policy should be to 
prevent the use of such devices and practices which make it possi¬ 
ble for enterprises to grow beyond the limits dictated by compe¬ 
titive ability. As long as the growth is warranted by economies 
of size, it is desirable to allow that growth of the business unit. 
It is, however, clear that the size of business units, in actual 
practice, is determined not only by considerations of economies 
but rather by various opportunities and circumstances which 
provide incentive to business units to acquire monopolistic size. 
In actual practice, however, the greatest difficulty lies in not being 
there any workable standards by which it can be possible to draw 
a line and distinguish between the economies of scale of produc¬ 
tion and the other factors which give incentives for growth beyond 
tbs desirable limits. 

The question of size, as a matter of fact, depends upon factors 
which are greatly variable in nature and, therefore, it is very 
difficult to speak of and impose any absolute limit on the size of 
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a business unit or firm. A business unit or a firm is an establish¬ 
ment wherein variable factors are combined with a stock of fixed 
equipment for the production of goods and services, Here the 

Size and teelmi- “ ° f **«■ 

cal equipments: ” meS ™ IUHle ° f 0nt P nt Md places of 
definite limitations on its expansion. It is clear, 
therefore, that the size of a business unit of a firm greatly depends 
on the size of its fixed equipments, In business enterprises having 
large scale methods of production the size of the indivisible units 
of technical equipment in the form of tools and machineries, lands 
and buildings etc. imposes a definite limitation on the size of the 

unit and its expansion at any stage. In small enterprises the 
problem and difficulty of management of a single owner or 
manager places a limitation on the size on such a unit. 

The question of the size of a business unit is one which has 
both the upper and the lower limits. “In every industry, and for 
every method of production within each industry, there is more or 

The lower and IeSS a fixed millimum size of plants below which 
the upper limits production is technically impossible or economi¬ 
cally unprofitable’' 1 , There is, therefore, in every 

case a lower limit-the minimum economic size. As is natural, 

no business unit, however, remain satisfied for ever with such 
a minimum size, and it makes efforts to extend its operations, 
increase its workings and expand to a size which 

The minimum ma y give the economies oflarge-scale production, 
economic unit: m . . , , . 

There is, however, here again an upper limit-a 

point beyond which it will not be profitable to expand any further. 
A proper size of any business unit, therefore, can not be 
below the economic minimum nor can be beyond the economic 
maximum. The size of a business enterprize may vary from in¬ 
dustry to industry but it should always be governed by these two 
limits at the two ends of the scale of operation. 


1. P, S, Lokanathan—-Industrial organization in India, 
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This upper limit is a scale of operation of business known 
technically as the optimum size-a size which must be consi¬ 

dered the best. “By the optimum” says Robinson, “we must mean 
that firm which in existing conditions of technique 
The optimum . ^ organizing ability has the lowest average cost 
of production per unit, when all those costs which must be covered 
in the long run are included” 1 According to some such analysis 
the optimum business unit will depend upon a balance among a 
number of factors that bring about efficiency or inefficiency in 
relation to the size of the firm, Robinson lias classified these factors 
as technical, managerial, financial, marketing, and those having 
to do with the assumption of risk. All these factors or forces are 
closely related to and have a bearing on the size 
ing the optimum" of the business establishment. Existing technology 
in one firm may require the use of heavy and 

expensive machinery or in another industry it may be nece¬ 
ssary to have small plants with relatively bight and inexpen¬ 
sive equipments. The managerial factor may be complex or 
simple; it may demand a large supervisory staff in one or in an¬ 
other, a small staff that can be supervised by a few executives. 
Similarly, financial needs in one industry may require large capital 
while in another investment on a similar scale may mean over- 
capitalization and waste of funds. The market again may be 
national or international to be well served by a few large produc¬ 
ing business units: or the market may be local and restricted 
which would require only small units of production. The Law of 
Optimum Combination of the different forces indicates the most 
profitable size of the enterprise. Net profit is greater according 
to the degree to which its size permits all the different forces or 
factors to be employed without residue. In this way alone, it is 
to be estimated, the size of one unit gives superiority over another, 
at a given level of production technique. 

1. E. A. 6. Robinson—The structure of competitive Industry. 
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While discussing the question of the site of a business unit 
Varsha.ll presented the concept of a 'Representative Firm’. As 
obuson talked of an optimum firm so Marshall gave the idea of 
a Representative Firm as the best sited firm. A Representative 
, ’ aCCOrim 8 to is ““ which has had a fairly long life and 

sir success, which is managed with normal ability and which has 
normal access to the economies, external and internal which be- 

Marsh.il', l0 ° S t0 the aggregate volnme of production, ac 
Representative cout1 ^ being taken of the class of goods produced, 
Firm : the conditions of marketing them and the econo¬ 

mic environment generally.” 1 Marshall further 
says “we regard the manager of it as reckoning up whether it 
would be worth his while to add a certain new line to his under¬ 
takings; whether he should introduce a certain new machine and 
so on, We regard him as treating the output which would result 
from that change more or less as a unit and weighing in his mind 
the cost against the gain” 2 Marshall meant a firm working 
under average conditions and at average efficiency; a firm that 
might‘be used as a standard of reference, but not a firm working 
under exceptional conditions, either good or bad Analogous to 
Marshall’s Representative Firm is Prof. Pigou’s “Equilibrium 
Firm”—-—a firm which will be in an equilibrium 
brfuraFEra' 11 " P° sifcion wliere tlie industry as a whole will be in 
equilibrium, Both these concepts, Marshall’s Repre¬ 
sentative Firm and Pigou’s Equilibrium Firm, are abstract ideas 
far way from reality. A business enterpriser can hardly understand 
and recognise the point at which he should stop further expansion. 
And then about Pigou’s concept of the equilibrium firm it is very 
difficult to say or ascertain at any stage of growth the point of 
equilibrium These conceptions are based on the finest process of 
business competition which can seldom exist in the market. Of the 

1, Alfred Marshall—Principles of Economics. 

Ibid. 
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three, optimum firm, representative firm and the equlibrium firm, 
the idea ox the optimum firm is approaching more to reality. It 
is a unit of size which all business enterprisers seek to reach in 
order to survive in the competitive struggle. 

The optimum, however, is not something static or fixed; it is 
something changing continuously with changes in the technique 
of production, management, financial methods and 

The optimum is marketing. But at the same time it must also be 
dynamic in Cha- gaid m the optimura is also dynamic that it is 

more a rough measure of the most economical size 
of a business unit than any concerete aspect of business situation. 

As a practical proposition and concrete reality size of a busi¬ 
ness unit is a question which causes differences in the relative costs 
of production. In other words the question of size, of a business 
enterprise, is a question affecting the efficiency and profitability of 
its operation. In every business enrerprise there is a point of 
minimum average cost in production; and because 
Size and the que- 0 f the existence of fixed equipments, costs per unit 
Stion Of costs : of ontput will faU upi)0 a certain point--the 

point of minimum average cost— -but the oost will begin to 

rise if business is extended beyond that point. What is more, 
there is in every firm a marginal cost of production and according 
to the marginal cost analysis the ideal position of a production unit 
is reached at the point where the price of its products is equal to 
the marginal cost of production. The marginal- 
Marginal cost, cost-price equality also means and includes an 
price and size. a( qj ua t m ent of points of variable factors. In 

every firm there should be an average - marginal relationship of 
cost and price. From this point of view it is said 
SraSST. that the optimum position of any business enter- 
ship of cost, pri- pr j ge j s reached at that point of production where 
C 0 and size s price=marg i na l co8t=minimum average cost. Such 

an inter-relationship between price, marginal cost and minimum 
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average cost thus determines the ideal or the optimum position of 
the firm. Here the average costs, both short-term and long-term 
are a minimum and are equal to the short-term and long-term 
marginal costs. The optimum or the ideal size of the business 
enterprise must satisfy these conditions about costs and price to 
give the best result and superiority over other firms. 

In actual practice, however, it must bo said, that this equality 

between price, marginal cost and the minimum average cost is 

seldom established, The principle that the ideal size of a business 

enterprise is reached at that point where the price not only equals 

the marginal cost but it must also equal the minimum average 

cost is more or less a theoretical abstraction more in imagination 

than in sight. As a concrete reality, therefore, in 

The average-ma. deciding upon the proper size of the business unit 
rginal relation- ° .. . , , 

ship more a the- the principal consideration, as a rough and ready 

orotical abstrac- mcaBuremeri t j should be that the estimated and 
expected net returns of the business equipments 
exceeds the costs incurred on that account. That ideal size of busi¬ 
ness enterprise would be reached at a position where the actual 
costs and actual returns would be exactly equal. With regard to 
the question of fixing an appropriate size, Meade has advanced a 
guiding formula : that a greater amount of fixed 
Meade’s formula ca pital should he invested so long as the annual 
ate size: ' interest on the capital plus the annual cost ol repair, 

depreciation etc., is less than the price of any 
additional output expected from the investment plus the price of 
any existing price factors which it is expected to save minus the 
price of any additional prime factors which it is expected to take 
on as a result of the investment” Meade’s formula helps us out 
of the complicated theoretical abstraction about the interrelation of 
price, marginal costs and the minimum average costs and provides 
a ready course in fixing the appropriate size of a business enterprise 
OTE 7 Metid 0 —pHetf miTf output Tollisy of State Enterprise. 
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in a social setup. According to his formula the guiding criterion 
in determining the appropriate size of an enterprise is one of 
balancing costs and returns. In a public enterprise with a policy 
of pricing at marginal cost, the costs and returns should be aimed 
to be equalised in fixing an appropriate size of the firm. 

Individualistic private enterprisers, however, do not favour a 
size where its products are equal to the marginal cost, To them the 
cost element has a different significance in as much as they want to 

calculate and realize what they call the alternative 

Cost and return cog (j 0 f equipments. In their commercial cal- 
tor an lndmdua- 1 r 

listicenterpriser: culation fixed equipment factors besides having 
their own cost also have a cost in the sense of the 
alternative uses to which it can be put into. In their calculation 
of the minimum average cost they include not only the prime cost 
of the equipments but also the supplementary costs equal to the 
cost of their possible alternative use to which they can be put, 
In this sense the minimum average cost in the books of accounts 
of individualistic business enterprisers is always' greater than the 
minimum average cost in a socialistic enterprise. On the same 
principle of the balancing of costs with returns the scale of 

appropriate size of a business unit in a private enterprise will 
therefore differ from that in a public enterprise. 

On a critical analysis, from the point of view of a consumer 
and the community, it must, however, be said that such a calcula¬ 
tion of the minimum average cost has no social justification. The 
theory of alternative cost is a tricky economic 

Cost and return « ame f (0 au it individualistic enterprisers at the 

for the oommu- D _ 1 

nity: cost of the society and the consumers. Once an 

investment is made and an equipment is installed 

its use becomes specific and it ceases to have a cost in the sense 

of the alternative uses to which it can put, “The only costs that 

are relevant are costs the incurrence of which is in question, They 

are therefore all prime. Supplementary costs are for us nothing 

but a useless carry over from capitalist bookkeeping practice.”' 

1. A.P. Lorner-Statics and Dynamics in Socialist Egonomics, E. J.Vol. XLVII. 


CHAPTER XXIV 

THE ORGANIZED SPECULATIVE BUSINESS. 

The individualistic approach towards business made it a field 

of risks and gains. Business began to be considered as an art of 

investment attendant with risks of a large variety. Business, it 

was contended, must involve all degrees of risks both as to the 

money invested and earning power to be realized, The element 

of risk was, as such, considered necessary, and unavoidable too 

for an element of gain. In other words, business 

The Speculative was considered speculative in nature. The specu- 
husiness: 

lative business with high risks assumed several 
varieties. Some in effect are nothing less than recless gambling; 
others are shrewd and intelligent business ventures aimed at 
gains. It soon became a difficult problem and business specula¬ 
tors, therefore, wanted to give it an organized character, both to 
make the business of speculation safer and more convenient than 
before. To accomplish these ends organized speculative markets 
have developed both on the side of the Money 

Organized Spo- M ar ket, and the Produce Market each having its 
oulative markets , . ,. ,, 

both for money own technique of operation. The organization on the 

Markets PK>dU ° a side of the Mone F Market 19 kn0WD aS th ® St ° ck 
Exchange and that which belongs to the Produce 

Market is popuarly called the Produce Exchange. 

The Stock Exchange: 

Stock Exchanges are organized market for speculation i. e, for 
buying and selling industrial securities in the expectation of gain 
ing some profit by an anticipated rise or fall in their prices. The 
market prices of stocks and shares go up and down as the earnings 
of the corporations concerned rise or fall. These fluctuations in 
the price of the securities afford opportunities for speculative 
profits by those who are in the line. 
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The Stock Exchange which by now, it must be recognized, 
has developed into an institution has become a powerful factor 
influencing the prices of the stocks and shares and therefore the 
value of goodwill of the companies. 

It is claimed that the Stock Exchange perform a number of 
important functions: it maintains a continuous market for the 
securities, gives the irrevocable commitments of 
Functions : the investors a high degree of liquidity, guides 

investments into the business field, makes it easier 
to business Corporations to obtain funds and serves as business 
barometers to forecast the business weather. 


The Stock Exchange serves as an organized and immediate 
market for the purchase and sale of securities' which are 
listed on the Stock Exchange. It, therefore, 
Services: works as a continuous market in which stocks and 

shares can be converted into ready cash, if their 
owners so desire. An investor once he invests into a company 
becomes an owner but ordinarily there is no way by which he 
can withdraw bis savings once they are invested. But because of 
the existence of the Stock Exchange he can swap his ownership 
for the cash savings of those who want to become investors, it, 
therefore, imparts liquidity to investments. If the investments 
were not be retrieved savers would be unwilling to put in their 
funds in the business, but the possibility that 'investments may 
be retrieved reduces the unwillingness of the savers to invest. 

The Stock Exchange by giving sufficient publioity to security 
prices and yields in the daily reports of the Stock Exchange tran¬ 
sactions guides the investors in their investment ventures, Inves¬ 
tors because of these reports and indications in the Stock Ex¬ 
change can assess where to invest and get a good return corpora¬ 
tions. Thus securities showing poor yield on the Stock Exchange 
are disfavoured and those indicating fair return attract attention 
of the investors. The Stock Exchange, therefore, is an institution 
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which is of immense help to good and stable companies and cor¬ 
porations to secure funds without difficulty. 

Stock Exchanges being organizations for the sale and pur¬ 
chase of securities there are always in the Stock Exchange some 
who are willing to dispose of their ownership and there are like¬ 
wise individuals willing to acquire them. -The action and 
interaction of these regular buying and selling activities in the 
Stock Exchanges result in, and reflect, the market prices that are 
accepted as approximate worth of the shares, The shares of a 
corporation whose productive worth is thus not thought to be 
proper or desirable become depressed and tend to sell at lower 
prices thau the shares of those whose productive services are 
wanted by the society. Stock Exchanges, therefore, are organiza¬ 
tions which assist in assessing which enterprise is to have the 
support of the society’s savings and which not, which enterprise 
is flourishing and which is going down. In other words, Stock 
Exchanges reflect and indicate the business weather conditions 
and therefore, serve as a business barometer, 

While it is accepted that Stock Exchanges do perform some 
very useful functions iri the business field, it must also be said 
that they have also been centres of serious abuses. 
Centres of abus- Manipulations of various kinds are practised, the 
os *°° ’ results of which are very harmful. The abuses are 

so great that the Stock Exchanges do not actually reflect the 
correct business weather—-——they have become business baro¬ 
meter with artificial stimulations or depressions. 

Manipulation is a wide blanket term covering many kinds of 
undesirable activities, the prominent of which are margin trading, 
short selling and the intriguing activities of 
Manipulations: ingenious rings or pools formed to perpetuate 
illegitimate business. 

There are professional speculators who buy Stocks “on 
margin”. Under this margin trading system, a speculator can 
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purchase stocks through a banker or a dealer by depositing with 
him only a fraction of the purchase price; the dealer 
Margin trading : or the banker supply the rest of the amount need¬ 
ed to effect the purchase, In actual effect, there¬ 
fore, the dealer or the banker makes the loan to the purchaser 
and holds the stoek on security. For instance, anticipating a 
rise in a particular company’s stock a speculator makes a deal 
with his broker to purchase Rs. 60,000 worth of its Stock on a 20% 
margin and, therefore, pays Rs. 10,000, being the margin 
price, Now if the price goes up according to his expectation he 
sells his purchases outright, for supposing Rs.80,000 and thus gets 
a profit of say about Rs. 30,000. If, however contrary to expecta¬ 
tions, the price falls to nearly say Rs. 40,000 the broker fearing 
that the value of the stock will not protect his loan will compel 
the speculate!' to put up usual cash or he would sell the stock. 
Now if the broker sells the stock in such a situation it would 
mean a dear loss to the speculator; if, however, the speculator puts 
up more cash he runs the risk of losing forever a larger amount. 
Margin trading, therefore, has been the cause sometimes of undue 
misfortune and ruination. Besides, it lias also other evils, It 
creates a large volume of bank loans which are 
baukdoans 0 ^ based on a weak and precarious footing, Margin 
trading creates on artificial active demand for 
securities artificially forcing the stock prices lip not justified by 
corporate earnings, Stock market is itself very sensitive, and 
volatile, the stock prices on it, affected by waves of optimism and 
pessimism as they are, sometimes go up, sometimes go down. 
Margin trading aggravates these price swings. 

Speculative short selling is another grave evil of the stock 
Exchange. It involves (i) selling shares one does not own (ii mak 
ing delivery of shares with a borrowed certificate 

Short-selling : 

(m) Purchasing the shares later at a lower price and 
(iv) returning the shares purchased to the lender. Speculative 
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short-selling, as a Stock Exchange abuse, virtually means “the 
practice of selling borrowed property”! The practice of short- 
selling in a hoar market is demoralizing and makes bad business 
situation only worse. 

There are also manipulative organizations, some sort of a ring 
or a blind pool of crafty speculators who, with some personal end 
in view, propose to put up a stock up, and also 
Undesirable ring: <lmv„, in price. These speculators sometimes appoint 
a veteran speculator as their manager with full 
powers to operate on their behalf and without their knowledge. 
In such a ring or blind pool no member knows what is going on; 
they simply contribute funds, have nothing to say and then to 
share the profits of the speculative pool, if it brings success, 

One Daniel Drew was invited by Gould and Fisk to join a 
blind pool at Erie. As Clews puts it, “In plain terms, he was 
coolly requested to go into a 'blind post’ in Erie, deposit 4 
millions, shut Ids eyes and open his mouth, having the Erie shar¬ 
pers to put taffy or candy into it, just as they pleased.” When 
Drew saw that “he was to bo one of the puppets that should 
dance to the music of Gould and Fisk, and let them pull the wool 
over his eyes” 3 ho pulled himself out of the pool with a loss of 
a million dollors. 

Sometimes the purpose of manipulators on the Stock Exchange 
is to create a favourable attitude of mind on the part of the 
investing public just to dispose of an issue they are interested in. 
Likewise they arc sometimes interested in stabilizing prices just 
to effect some reorganization of some companies with which they 
are connected. What is wrong about these manipulations is that 
they oontriovo for hiding their activities from persons who he 
concerned or affected, Something like a social harm thus results 
from these operations 
'l"~'Pro G CL Wri^irHoffiSani 

2. Homy Clows—Twenty-eight years in Wall Street ( Quoted by Dice and 
Eirtoman—Tlw Stock Market) 
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‘Wash Sales’ are another deceiving transactions on the Stock 
Exchange. Sometimes manipulators are interested in putting the 
stock price up or down; and for this they execute a series of decep¬ 
tive transactions or give out false informations. 
Wash-sales: wifch the purpose 0 f causing others to augument 

supply or demand. Just to create an increased activity in an 
issue speculators and manipulators sometimes create artificial 
price-mounting by buying and selling shares to themselves —• 
transactions in which no change of ownership takes place and 
known as Wash Sales. No change of ownership takes place as the 
sale is purely fictitious. But it does create a market activity, 
make the stock position artificially strong and deceive buyers 
who become interested. 

Sometimes Stock Exchange manipulators open accounts in 

dummy names and deal with themselves via these dummy 

accounts. They thus place orders to buy certain shares with one 

broker and use the dummy name or account to sell 

Dummy a similar number of shares with another. These 

Accounts . , , , 

Operations : orders attract attention, create activity and push 

the price up by 4 or 5 percent, at which point tho 

two accounts are liquidated with profit. 

Just as ‘Wash Sales’ are adopted to influence the market 
touting is another method, on the Stock Exchange, for influencing 
the public to act in the market in a way that may serve the mani¬ 
pulator’s interests. It consists in disseminating 
Touting. tips, rumours and false informations to influence 
the public and temporarily turn the market in their favour. 

The evil effects of such manipulative practices call for the 
adoption of better rules, Stock Exchange regulations and legis- 
Neoessity of lative provisions to curb some of these abuses, 
regulation : if no jj all. 

It is necessary that securities put on the Stock Exchange must 
belong to stable, reliable and fruitful corporations, Securities of 
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companies with the slightest spot of having ever been engaged in 
a shady deal should not be allowed to be listed on the Stock 
Exchange. Eor this a well constituted listing committee formed 
by the Government, should function under some guiding rules of 

listing. This committee should limit the securities 
Suggestions for , 

Control & hated on the Stock Exchanges to those companies 

regulation : or corpora tions which have been properly investi¬ 

gated and approved by it. It is also necessary that the Govern¬ 
ment should formulate some strict rules for the members of the 
exohanges in order to fix up certain financial responsibility of the 
members who may be required to set up a standard of business 
morality and uprightness. Since the members of the exchanges 
left to themselves may not govern themselves with the rigour 
required, it is absolutely necessary that the Stock Exchanges 
should be controlled and regulated by the Government. 

Most of the American states have what is known as the ‘Blue 
Sky Laws” to check manipulative performances of the stock 
dealers and brokers. On the same line It is desirable that the 


Government, in order to check fraud and manipulation, should set 
up a Securities Exchange Board whose approval must be obtain¬ 
ed before any security issue can be offered for sale in the Stock 
Exchange,' The companies issuing the securities for sale on 
the Stock Exchange must also be required to publish, full fact 
about their directors, promoters, and their financial position so 
that investors may not.he taken unaware. Dealers who participate 
in the sale of securities must also be required to provide their 
customers with prospectuses and other statements about the 
issues. What is most important about any check on manipulative 
practices is that companies, whose issues are to be listed, must be 
compelled by legislative enactments to make full and complete 
disclosures of their facts so that Stock Exchange transactions 
may not be a game of hide and seek. The Securities Exchange 
Board, constituted in each Exchanges by a legislative enactment, 
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should be empowered to regulate the Stock Exchange transactions 
as well as over-the-counter business that take place outside the 
Exchange. The kind of accounts to be maintained by members 
trading on the Stock Exchange should also be prescribed and 
regularly examined by the Securities Exchange Board, Dissemina¬ 
tion or circulation of false or incorrect informations about 
securities, ‘rigging’ activities to artificially force prices up or down, 
maintainance of dummy accounts, “Wash sales” and other fictitious 
transactions should be made illegal and penal offences. Margin 
trading should be properly controlled and the Securities Exchange 
Board should fix up margin requirements. Blank transferes and 
forward trading are very vicious and must be prohibited. 

In India the post war boom in the Stock Exchanges during 
the years 1945*1946 attracted the attention of the authorities re¬ 
garding the necessity of some sort of a legislative measure to 
regulate Stock Exchanges in India. Dr. P. J. Thomas, the then 
Economic Adviser to the Ministry of Finance was 

GorwalaCom- , 

mittee Report i asked to make a comprehensive report on the 
matter, He submitted a report which was consi¬ 
dered by a high-power committee on whose recommendation a 
draft bill was prepared and later referred to a committee known 
as the Gorwala committee, Dr. A. D. Gorwala being its chairman. 
On the report of the Gorwala Committee the Securities Contracts 
(Regulation) Bill was prepared and introduced in the Lok Sabha 
in December, 1954, which provided for (ii the recognition of Stock 
Exchange on application and examination of its rules and bye 
laws (ii) the regulation of spot delivery contracts by a system of 
licensing and (iii) the general control over the trading methods 
and practices and (iv) the prohibition of option deals. 

It must be said that the bill was neither comprehensive nor 
such as to check the non-ethical and manipulative practices on 
the Stock Exchanges. 
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Now that India is moving towards a socialistic pattern of 
society with growing emphasis on the social needs and social wel¬ 
fare it is absolutely necessary that the Stock Exchanges should 
be controlled and regulated with regour, 


The Produce Exchange : 

On the produce side of the Market, as against the Money 
Market, another organized market has developed known as the 
produce Exchange. Goods not quickly perishable, those whose 
quantity can be expressed by number, weight and measure, good’s 
that can have large demand and supply are generally handled in 
a Produce Exchange, 

What is interesting, and in some respects have become intri¬ 
guing too, is that Produce Exchanges have developed into orga¬ 
nized markets not only for purchases and sales for immediate 
delivery but for dealing in ‘futures’ too when’ 

Its two kinds of goods need be delivered at a future time. In fact, 
workings : , 

however, few transactions in futures lead to the 

actual delivery of the goods. 


There are thus two types of transactions in a Produce Ex¬ 
change—the ‘Spot’ or the ‘Cash’, transactions and the ‘futures’ 
transactions. The ‘Spot’ or the ‘Cash’ transactions 
Sales •° 1 ' <CaSl1 ^ nv0 ^ 7e immediate delivery of the commodities. In 
such transaction the buyer actually wants to 
receive delivery of the commodity, and delivery is actually made 
on the spot unless the contract is cancelled by subsqnent agree¬ 
ment between the two parties. As against this, most of the buyers 
of ‘futures’ transactions do not actually want to take delivery on 
contracts, nor do the sellers actually want to make 
Futures dealings: actual delivery and both know about each other 


that actual delivery is not intended. They enter 
into futures contract only to speculate and gain or lose by guess. 


A speculator entering into a futures contract may gain or lose by 
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price movements and he tries to avoid a possible loss by covering 
his risk through a counter futures deal. The buyer of a futures con¬ 
tract usually ‘offsets 1 his purchase contract by a similar futures 

sale contract coming into effect before the delivery time. . 

the price goes up, he makes a gain equal to the difference m price 

similarly the seller of a futures contract effects his sale contracts 
by a similar future purchase contract materialising before the deli¬ 
very time. Such an offsetting transaction is technically known as 
‘hedging 1 which actually involves the purposive holding of two 
opposite positions at the same time. For all practical proposes it is 
more or less like betting in two opposite ways at the same time. 

The future transantion on the Produce Exchange lias given 
birth to yet another kind of speculation known, in the commodity 
business, as the Straddle. It is a form of speculation in which an 
operator moves to make profit by speculating on the gaps bet¬ 
ween the prices of different qualities of commodities or on the 
difference in prices of different futures of a commodity in the 
same market. Speculation, in such a case, is also based on the 
difference in two or more future prices of a commodity in two 
or more markets. 

Arbitage transactions are also quite usual on the Produce 
Exchange. When different prices are prevailing for the same 
commodity in different markets the dealer in it makes simultane¬ 
ous transactious with the object of making profit by the difference 
of prices existing at different places A dealer in such a business, 
therefore, effects transactions at different places at the same time. 
Simultaneous transactions at different markets, quick means of 
communication and correct calculation of the parity price of a 
commodity at different markets are the essential pre-conditions 
for an arbitage business on the Produce Exchange. 

Futures transactions often involve a dealing in what is known 
as Option. Option is an arrangement or a right or a privilege to 
buy or sell a certain amount of commodity within a certain 
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period at a fixed price. This right is bought or sold by the pay- 

ment of consideration price known as the option money. Specu- 

ative dealings have also brought in practice a double option 
or those speculators who seek an insurance against the move¬ 
ment of price either way. Such a speculator, therefore, acquires 
both a right to buy or sell a certain commodity at a fixed price 
for delivery within a fixed period. 

Speculation has so much developed that if a speculator does 
not find it convenient to rely on either of them-whether an 
option to buyer seller a double option-he resorts to another 
form of speculation known as the Gale option whereby he 
obtains the right to buy or sell a commodity at a price higher or 
•lower than market price ruling on the day of the contract. Double 
option is based on time; the essence of Gale option is price. 

Dealings in the Produce Exchanges are more or less dealings 
in futures transactions. It is true that organized market, as it is, 
helps and strengthens genuine trading. The futures dealings, so far 
as they are genuine, do help business. Thus in order to avoid the 
risk of business, a manufacturer may enter into a contract with 
the producers for the supply of raw materials at a future date. 
In the same way, in order to ensure a ready market for his produce 
he may enter into a contract with the traders for the supply of his 
goods to them at a future date and at a fixed price. So far as these 
Ab • gsnuine bunding transactions are concerned the Produce Ex. 

*.. change renders a valuable service. But in actual practice the 

main dealings there have become mere speculation having nothing 
to do with business. The Produce Exchange, therefore, has become 
a place for business dabblers and professional dealers who make a 
living by speculative purchases and sales and, therefore, in order 
to suit their own purpose they artificially boost up or pull down 
prices, according to their convenience. They thrive on uncertain¬ 
ties and, therefore, also create uncertainties in the market. In 
ihe business field, therefore, Produce Exchanges “beneficent work 
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is: often marred and sometimes over-borne, by evil practice 
which-intensify fluctuations and mislead honest dealers. 1 

The business transactions on the Produce Exchange is not of 
the nature of constructive speculation to effect genuine insuiance 
against genuine risks of business. The nature, character aiu 
manner of dealings there is rather more that of wagering than oi 
insurance. By all means the majority of the transactions are 
actually mere wagers as to whether the price of produce will rise. or 
fall. Some of these transactions are almost randon guesses of foolish 
gamblers; and others again are parts of largo manipulative policy, 
which is in the main evil economically and morally. 2 Erom1.no 
social, as well as business point of view, they therefore, call tor 
regulative measures. 

1: Alfred Marahall^Industry and Trade. 

2. Ibid. 


CHAPTER XXV 

GOVERNMENT AS A BUSINESS ENTERPRISER. 

. Th ° Patti0rn of r ^ationship between government and business, 
most of the countries, has undergone a change during the last 
two quarters of the present century. Formerly the function of the 
government was considered to be confined to governmental adminis- 

ciumgod roU nothing to do with business or trade, 

tionship bet- ^ was bought that Government management and 
mSandTS 0011 ! 1 ' 01 ofi ^try was essentially despotic; cramp- 
nous: in g in effect; it galls by its inefficiency and restrictions, 

offends by professing to help those whom it will not 

allow to help themselves, and vexes by the swarm of dictatorial 

officials who are for ever stepping in between men and their 
persuits. 1 State enterprises that began later were, however, con¬ 
fined to water supply, postal, telegraph and telephone services,, 
railway transport and electricity. Indeed, a change in the think¬ 
ing and ideas about economic and political philosophy was per¬ 
ceptible with the beginning of the twentieth century but state-, 
enterprises in manufacturing and trading activities were still, 
unknown. The two world wars and the depression set in 
motion forces that moved the Government towards the manu¬ 
facturing and trading business. World War I brought Commu¬ 
nism to Russia and soon the effects of wars and the depression 
spread an air of socialistic thinking and approach in the economic 
sphere. Soon the movement towards the Govern- 

and dopresBioos' men ^ shoring the business field was quickened 
during the thirties and more particularly during the 
forties. The movement made its appearance and exercised its 
influenoe not only in the advanced economies of the Western 

1. Spenoer-Social Statics. Quoted by Garner-Political Science and Government. 
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Europe but also in the underdeveloped countries through out the 
world, of course in varying degrees. The origin in the various 
areas and countries are, however, various, in 
Government on- jj r it,ain its origin is traceable to the traditions of 
SS — 5 the Labour Part, which came to power. In France 
in various couu- th dioaliBt philosophy spurred the movement. 

j n Italy it began with an idea to protect private 

In Britain: entwpriw from the corroding effects of the Great 

Depression by providing governmental aid. This 
InFranC ° : post war growth of Government participation, in 

the industrial and business fields, in Asia and the Far East has 

had various causes. The most important of tlu.se 
In Asia '& Bar oaugeSj j n SO me countries, has been the acceptance 

EaSt: of some form of socialism or a socialistic pattern. 

In the mainland of China the idea was that the aocUtod sector 
consisting of the state, co-operative and joint state- 
In the mainland r j va |; e owned establishments, should completely 
°f China: control ^ ae{|S and industry. This was achieved 

sometime in 1956. In India the emphasis is on the realization of 

the socialistic pattern of society, although this is not intended to 

entail elemination of the private enterprise. There has been a 
progressive advance in this direction as is evidenced 
In India: from the fact that in the second plan the share of 

a public sector in the planned industrial development in largo 
scale industry and mining rose to 55 per cent as compared to 28 
percent under the first plan. In Burma, immediately after the 
war, the Burmese Government adopted a policy 
In Burma. q£ promoting industrialization by itself establishing 
factories for the manufacture of cotton textiles, jute, pharmaceu¬ 
ticals etc, It also co-operated and collaborated with private 
firms in several joint ventures for the development and expansion 
of mining industries. In accordance with the policy of working 
towards socialism Ceylon has placed basio industries under Btato 
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ownership. The Government of Indonesia too has 
Indonesia: ^ nuinbei of industrial organizations, In some 

of the more underdeveloped countries the move¬ 
ment towards Government participation in business and industry 
has been partly due to a nationalistic demands for economic 
independence and progress and partly by a lack of 
nalism behind P^vute capital and enterprise which confront the 

government on- Governments with a choice between entering into 
torpriHoa mmoro 6 

underdeveloped business themselves or letting the economy drift 

countrioH! and H | ;a g lltl te by complete inaction, Philipine and 

Thailand are countries having the latter situation. In some 

countries, however, the movement towards state enterprises has 

been motivated by a sense of revolt against colonialism and 

imperialism, Nationalization, in such countries, has been a means 

of freeing domestic industry from foreign control and foreign ’ 

exploitation. In some cases, therefore, the Governments of such 

countries have freed themselves of foreign domination by buying 

their shares, Argentina, thus, acquired control of its transport and 

utility concerns during and after World War II. In some countries 

even force has ; boon utilized to seize control of business and 

industry. In this way foreign oil properties were seized hi Mexico 

in 1938 and in Iran in 1951; the United Fruit Company land was 

taken over by .in ate mala in 1953, the Suez Canal was taken 

control of by the Government of Egypt in 1956 and a number of 

Dutch business enterprises wore taken over by Indonesia in 1957. 

Government enterprises in all these cases were impelled more by 

a wave of nationalism than of socialism: nationalism was the' 

main motive, socialism merely the moans, 

As the Consciousness of the State about its responsibilities 

towards the Society is increasing every day the range of Govern-. 

Government ment enterprise is also increasing, The idea of 

CJohsoiousneas safeguarding and conserving resources and reserv- 
about social reB- 

ponsibilitios: ing their benefits for the masses of the people is 
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extending the scope of State enterprises. Protecting the consumers 
from the vagaries of monopolies has been yet another motive 
behind some of the state enterprises. 

Recently, the idea of the provision of essential services 
involving co-ordination and control of economic resources, that 
otherwise would not come, is also of very great 

Necessity of Co- imBorfcaDCe . Thus we have the Reserve Bank 
ordination and f , „' .. , _ , . 

Control of eco- of India, the State Bank of India, the Bank of 
nomio resources: Eaglandj ^ Bank of Canada, the Electricity 

Board, the Damoder Valley Corporation in India and the Tennes¬ 
see Valley Authority in America, both of whose purpose is to 
operate for flood control, assistance of navigation and water¬ 
ways, supply of electrical energy etc. 

Manufacturing enterprises owned by the £>tate were found in 
Japan even in the pre-war period but there the Government 
participation in business and industry has taken 
enterpdso'in somewhat a different pattern. In early stages of 

Japan on a diffe- industrialization in that country the Government 
rent pattern . , ,, 

than elsewhere: frequently launched new enterprises and then some 

time after, when they became properly nurtured* 

sold then to private hands. This system which was found to be ■ 

■quite effective in Japan has been oopied and followed to a very- 

great extent in Pakistan, to some extent in Afga- 

^rSwTd^n nistan and in the Philipines. Thus in Pakistan, 

Pakistan: the Karnaphauli Paper Mills, the Harnai Woollen 

Mills, the Muslim Cotton Mills, and a Caustic Soda plant have 

either been passed on to private hands or are held jointly. 

Of late many Governments have organized Development 

Corporations with the object of supplying state enterprises with 

equity capital. Thus in 1952 Burma created the 

Corporations' to Industrial Development Corporation and the 

Supply equity Mineral Resources Corporation to sponsor and 
Capital to State * - r . 

enterprises. supervise public projects and formulate policies; 
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The Government of India established the National Industrial 
Development Corporation (NIDO) in October, 1954. This 
institution was authorised to finance, promote and manage 
enterprises in new industries. In Pakistan, the Pakistan Industrial 

Development Corporation was created in January, 1952. 

Organization of G0 ™”“ ent “ the bn™ field 

GovernmontEn- nia y 00 organized oil the lines of a departmental 
Uprise. administration or they may be administered by 
government corporations. 

Departmental administration of the State enterprises is based 
on a traditional line—to group together related 

iDopfl/TtiuGnt/al ,» t,» * , 

Administration activities in a particular department with an exe- 
fat£: li0C01 ' P0 ' ° UtiV0 ° ffi0er ckr S ed with administrative power 
and responsibility. Under such an arrangement the 
procedure that apply to the a Government department are also 
applicable to them. In such a case the gover nm ent 
SganlSm enterprises depend upon appropriations by the 
legislature and follow the usual budgetary system, 
The Post Office may be cited as an example of a government en¬ 
terprise organized on the departmental line. But a government 
enterprise run on the departmental line has to remain under the 
■changing situation of a political change, political pressure and 
political attack, It cannot, therefore, afford to have a long range 
busiiioss policy; it lacks autonomy and flexibility. 

Since departmental organisation do not give government 
enterprises the necessary autonomy to be run on 
tion^for greater" a business line, Government Corporation. have 
aufcpnomy: been developed as a means and system of organiza¬ 

tion of public enterprises—a device thatw as first 
commonly, mi during the first and the second world wars. 

Public Corporations, ususlly set up by an act of the legisla¬ 
ture is a distinct legal body, generally having a board of directors 
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which formulates policy and is also responsible for 
of pluTc“po- its administration. Since such corporations carry 
rations; on business transactions with the public they are 

usually empowered to work and manage their own affairs in an 
autonomous way. They have the status of suing and being sued; 
they can hold property, borrow money and enter into contracts., 
All these mean that public corporations are given a measure of 
autonomy in order that they can exercise initiative and judgement 
in the conduct of business affairs and have flexibility in its 
operations. 

Recently the autonomy of public corporations has become 

an issue of a controversy, Since the functions of the public 

corporations require flexibility, and business-like efficiency, it is 

thought necessary that they should be given such an amount of 

autonomy and financial self sufficiency as may 

Corporation’s au- facilitate free and unhindered functioning. On 
tonomy, an issue 

of controversy : the other hand there is another view that public 
corporations should be made subject to policy 
guidance from the Government and be held responsible for its 
actions. Administrative integration to ensure responsible perfor¬ 
mance is considered essential, This indirectly means only 
decline of corporate autonomy. In America, the 
porotion autS- American Congress has indeed out down some of 
my in America: the important features of autonomy by prohibiting 
public “Corporations from incurring administrative expenses 
except in acoord with the annual appropriations,” 1 In 1946 the- 
Congress also passed the Government Corporation Control Act 
which “goes far toward completing the task,of eliminating the 
features which have made government corporations useful instru¬ 
ments for enterprise purposes-.The pattern of control means 

that, for good or ill, American experience with autonomous public 

1. Koontz <fe Gable-Public Control of Economio enterprise. 
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corporations is substantially at an end.” 1 Political criticism by 
politicians in the legislatures about the working of the corpora- 
tions often bedevilled them. Government can, and should, exer¬ 
cise effective control over corporations; but difficulties arise when 
this control virtually becomes interference in aotual practice. 
In order that control may be exercised, by the government 
■without interference a device has been adopted in Canada which 

places the National Railway Board under the¬ 
me novice in r> , » m 

Canada for Go- -“ oa ™ of Transport Commissioners ( a regulatory 
rSrtS body a PP ointed ^ the government) so far as the 
fore t!B ' ne ^ Sa ^ 011 ra ^ es and operations of services are 

concerned but keeps the matters conneoted with 
the location of liner and extensions within the direct purview of 
the government. The idea is to demarcate within the govern¬ 
ment’s sphere such matters in which the politicians and legislature 
members may be interested and have a safe and unhindered zone 
of working for the corporation. “This serves to place an additional 
barridr against troublesome interference by private interests, 
coming through members of Parliament as more directl’y’ 2 
Political pressure in the name of democracy is, however, poking 
its nose in the workings of the public corporations and they have 
ceased to enjoy an autonomy which they ought to have. In the 
•opinion of Pritchett, therefore, the redeeming features characte¬ 
ristics of public corporations “have been disappearing before our 
eyes, like the Cheshire cat, Soon there may be nothing left but 
the smile to mark the spot where the government corporations 
once stood.” 2 

On an evaluation of the Government ownership of business it 
may be said that the Government may enter into business with 
either of the two objects: (i) of achieving some economic gains 

1. Pritohett, O. Herman. The Government Corporation Control Aet of 1946. 

2. Logman and Inman—A Social approach to Economic. t/ 

3. Pritchett, C. Herman-The paradox of the Government Corporation. 
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which are socially desirable .or (ii) of entering into 
■Objects behind b us ininess to perform a better service as against 
the private enterprise. When the Government 
engages in business with the object of performing 
•a public service the society should not, as it can not, view 
•the Government enterprise from the point of view of the relative 
efficiency of Government enterprises in relation to 
Public point of the private business enterprises. This is because 
different with such aims in view private enterprise can not 

•objectives: be expected to operate a business upon the same 

basis as that of the Government. In such cases the Government 
may supply goods and services below cost, or even free, for 
achieving certain socially desirable economic ends and finance 
the whole cost by a system of taxation. 

But when the Government enters into business, side by side 

with a private business, on a basis of competition, or takes over a 

^ private business into public ownership and control 

Public point of r 

view when Covt. then it must operate in a better way, with a better 
•I efficiency and lesser cost. The society in such cases of 
with private public enterprises has a right to demand and ask the 
<)n6S! Government, if it is really democratic, to demons-- 

.irate that the public enterprise is a better business than a private 
one. From the stand point of a social criteria Government enter¬ 
prises must be based on a principle of best economic allocation 
■and best utilization of resources in the country. In other words, 
-economic resources of the country should find their most valuable 
use in the public enterprises than any where .else. In Government 
•enterprises the necessary costs of operating the business should 
•equate with the social necessity and desirability for the services 
u.nd must, in that way, satisfy the requirements of the socio-econo¬ 
mic efficiency. 

In a mixed economic system, as in India, with the economic 
and business field of the country divided into the public and the 
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private sectors, Government ownership of business 
terprkeTas °a" 8 * 1011 ^ P rov ^ e a yardstick to measure the results 
yardstick: of the private enterprises. Public enterprise must 

establish standards by which the society can mea¬ 
sure the workings of the private sector. If Government enterpri¬ 
ses are not able to set a standard, in matters of cost, efficiency 
•and results, they are only unnecessary burdens on the taxpayers 
shoulders and must be unloaded. 
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